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* /jy'S? PREFACE
V03
V/ithin the last few years there has been consid-
erable interest in the analytical study of financial
statements with the purpose of making them a more
valuable source of credit information. This interest
dates back to about 1900, when credit executives be-
gan to change from their very cursory examination of
the balance sheet to a more or less accurate deter-
mination of the ratio of the current assets to the
current liabilities.
Many prominent business men have mo.de valuable
contributions to this branch of credit work through
their research and writings, but we probably owe most
to Mr. Alexander V/all. When the crisis of 1907
proved the fallacy of the current ratio, Mr. '/all
experimented with other ratios in hopes of discover-
ing some definite and certain basis for credit ex-
tension. His position as secretary-treasurer of the
Kobert Morris Associates has given him great acces-
sibility to data, loyal cooperation and assistance
of other credit men, and unequaled opportunity to
test his theories. Others who have contributed to
the fund of information on the subject are listed in
the bibliography at the end of this thesis.
II.

As in the case of every movement, there has been
opposition. Much of this opposition is on the part
of old-school credit men, who assert that ratio
analysis is purely theoretical and unnecessary, but
some is on the part of more progressive and sounder-
thinking men whose real criticism is directed against
the mullscriminating and irrational use of ratios.
The purpose of the present study is to investi-
gate the uses and comparative worth of financial
ratios as an aid to those who may be interested in
the financial strength of a given company.
We may hope to come to some conclusion as to the
values of the several ratios in common use — as to
their intrinsic merits, as to tneir relations one to
another, and as to their relations to other means of
establishing the financial strength of a business.
The principal sources for this work are:
Wall and Duning Ratio Analysis of
Financial Statements
Stephen Gilman Analyzing Financial
Statements
'.7. C. Schluter Credit Analysis
Jame3 H. Bliss Financial and Oper-
ating Ratios in
Management
Charles W. G-erstenberg Financial Organiza-
tion and Management
E. E. Lincoln Applied Business
Finance
III.
<
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GENERAL PRINCIPLES OF CREDIT ANALYSIS
Need for Impersonal and. Scientific Examination of
Applicant
Applicants for credit, until recently, have been
judged by a very haphazard and unscientific examina-
tion of their character, capacity, and. capital.
Credit men complimented themselves upon their credit
sense and relied largely on "hunch" to determine
whether or not credit should be allowed in a given
case •
We are not condemning credit grantors of the
period previous to twenty-five years ago, because in
those days the lender of money usually had intimate
personal acquaintance with the borrower; but today
business is more impersonal. This condition has been
brought about by the vast increase in the volume of
business and in the number and size of business con-
cerns. No longer does the banker deal with me reliant s
and manufacturers whom he has always known. Economic
progress has, through subjugating the factor place,
scattered groups of friends to the four corners of
the earth and has Drought about intimate business re-
lations between strangers thousands of miles apart.
The impersonal nature of modern business has made
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necessary a more scientific method of judging
applicants for credit. The decision cannot be
made by a member of the board of directors who
"knows" the applicant is good; facts must be
brought in, verified, and carefully analyzed by
experienced persons. To grant credit where con-
ditions are unfavorable is inviting losses; to
refuse credit where conditions are favorable is
losing business which commerce and industry are
paying advertising men to get. The correct de-
cision must be made, but it can be made only by
an impersonal and scientific examination of the
conditions surrounding the applicant's business.
The creait executive must determine whether or not
the business is operating on a profitable basis and
whether or not it is likely to operate on a profit-
able basis in the future. This need has led to a
development of financial ratios, which we are about
to study.
But before we commence our s budy of the ratios
proper, let us orient some of the facts concerning
the general principles of credit analysis, that we
may see the place of financial ratios in perspective
and thus be able to evaluate their worth in a
more rational manner.
Fac tors in Credit Analysis
Any credit investigation recognizes factors of
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two kinds: internal factors, controlled directly by
the management itself; and external factors, over which
the management has no direct control. Internal factors
may be class if iea under two headings, management and
personnel. An analysis of the factors of management
comprises an investigation as to whether or not the
financial management of the business is effective and
conservative and as to whether or not the general
management is efficient. Factors of personnel have to
do with the ability, experience, and integrity of the
executives in control of the business. External con-
ditions govern the trend of business in general and
the present and probable demand for the product manu-
factured or sola.
Features of Financial Strength
The credit executive is especially interested in
the financial management of an applicant. The
financial strength of a going concern is an indication
of business success, and business success is a condi-
tion precedent to a going concern's obtaining a loan.
For a new business, too, financial strength is para-
mount •
There are four main features of financial manage-
ment:
1. The C-eneral Financial Structure
.
--The finan-
cial plan of a business must be fundamentally sound.
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The amount of capitalization should be reasonable in
proportion to the size of the business, for if it is
not, it excites the suspicion of the investigator.
Overcapitalization suggests an overvaluation of
some asset or an overpayment for some service and
causes profits to be lower in proportion to capital
than the real success of the business deserves;
undercapitalization arises from the increase in
value of some asset and causes profits to be larger
in proportion to capital, and is misleading unless
discovered ana taken into consideration. The ratio
of the owners' equity to creditors 1 equity is sig-
nificant, ror the larger the risk assumed by the
owners the more faith they evidence in the venture
and the more interest and care they have in the
successful management of the business, classes of
stocks issued, rixed expenses on account of divi-
dends on preferred, stocks issued, and privileges of
redemption ana call engage the attention of the
credit executive in his examination of the general
financial structure. Of interest also are provi-
sions for financing expansion ana growth.
2. The Fixed Capital Position
.
--The fixed
capital of a financially sound business is not so
large as to inhibit the possibilities of reasonable
profits. Often businesses purchase fixed capital
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beyond their requirements with the expectation of
growing up to it. The "burden of such fixed capital
is likely to keep the business from growing and
even to cause it to fail: then if the assets are
not readily marketable great losses are incurred.
Fixed capital is often represented by bonis or by
preferred stock. The fixed expenses on account of
interest thus incurred should be no greater than a
reasonable rent for property necessary to carry on
the business, and as much lower as the prevailing
interest rate allows.
3. The '.York in;:; Capital Position .
--A well-
managed business will maintain a favorable ratio of
current assets to current liabilities; it will have
no greater than a reasonable amount of funds tied
up in inventory, receivables, and cash; and it will
maintain good banking connections and. be able to
borrow to any necessary amount at a low rate of
interest
.
4. Earnings . --Favorable
' earnings are a prereq
uisite to the successful negotiation for a loan.
Bankers like to see a business "plow in" a large
part of its earnings and make adequate provisions
for depreciation and maintenance. Large dividends
are likely to be the result not of successful busi-
ness operation but of poor dividend policy, which
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eventually leads to failure.
Strength of General Management
The investigation of the general management
of the applying business is less comprehensive.
It comprises an examination of the proposition
itself and the manner in which the proposition
is executed. The general plan of organization
and the functioning and policies of the various
departments are examined. General business
methods; location, adequacy, and operation of
the plant and machinery; and attention to
detail in management are considered.
Strength of Personnel
The ability, experience, and integrity of
the executives in charge of the business are
matters of obvious importance. This is really
the first consideration of a credit granter. He
has no desire to do business with people whose
personal attributes are not conducive to success
in business or are not consistent with honest
dealings
.
General Business Conditions
External conditions having a bearing on the
success of a business are man;/. The following
list is suggested:*
#6 p. 628 and 3 p. 107
I
A. Competition.
B. Changes in demand for products of the
company.
C. Operation of the business cycle,
D. Casualties — death of persons respon-
siole for the success of a venture,
E. Incidental factors:
1. Bad weather.
2. Tariff changes.
3. Technological experiments and in-
ventions •
4. Changes in. trade routes,
5. Sudden opening of new fields of
natural resources.
6. Interruptions in transportation
facilities
.
7. .crop failures.
8. Labor strikes.
9. Political conditions.
10. Sudden changes in popular taste.
Sources of Credit Information
The information needed for a thorough examina-
tion of a business may come from many sources. It is
true that most cases will not require a thorough ex-
amination -- conditions will be either so good or so
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bad that a thorough examination would incur need-
less trouble and expense. Marginal cases, however,
in proportion to their importance will require more
exact consideration. The following sources of in-
formation are at the disposal of a credit executive:
a. The economic survey.
b. The market analysis.
c. The credit report and credit rating.
d. Inspection of plant and inquiry into
management.
e. The budget.
f. The audit.
g. The analysis of the financial state-
ments •
Let us consia^r each briefly.
The Economic Survey
The economic survey, for our purposes, consists
of an examination of the condition of the industry
under consideration and or general business conditions.
The stability of the industry is of prime impor-
tance. Any commitment in a new industry is a specu-
lative proposition. A striking illustration of this
in the early part of 1929 is the television industry.
The industries which are declining furnish another
example of instability. The cotton manufacturing
industry in the North presents an example of diffi-
culties arising from sectional competition. The
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natural ice, piano, and talking machine businesses
illustrate difficulties arising from obsolescence or
the introduction of improvements or substitutes.
These examples suggest the importance of an examina-
tion of the industry.
The Period of Depres s ion .-;:- — The period of
liquidation eliminates the weakest and most ineffi-
cient businesses, but this does not mean that the
period of depression is one in which the credit man
can ease up on his vigilance. There are certain
factors in this period which need to be understood
in order to fully appreciate the correct financial
position of a concern from its statements:
1. Inventories have depreciated and should
be carried at market value. Are they?
2
.
Inventories should be low due to the
small volume of trade and purchasing.
Are they low enough to maintain a
respectable turnover, or is this con-
cern supporting a large high- cost
inventory in anticipation of higher
prices?
3. Business debts should have been liqui-
*The section on the business cycle is adapted from
3 p. 86 ff
.
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dated. Are payables and receivables as
low as they should be?
4. Have uncollectible receivables been
charged off as loss?
5. Have overhead expenses been cut to a
good proportion of the decreased income?
6. The volume of business and the margin
between cost and selling price should be
increasing . Are they?
7. Cash reserves should be large due to
liquidation of inventories and receivaoles.
Are tne reserves as large as they should
be at this time?
8. Has the business so adjusted itself to
conditions that it can go ahead with the
period of revival?
The Period of Revival, -- This is the easiest
period of the whole cycle for the credit man. Some
of the more important credit factors of this period
follow:
1. Inventories should begin to move,
2. The inventories of debtors should also
begin to move; this makes receivables
collectible, and should improve the cash
position of the concern,
3. The volume of business and the margin
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"betv/een cost and selling price should
still De increasing.
4. Payables snould be reduced from profits.
5. '.'/hole sale prices ana the prices of raw
materials are increasing faster than
retail prices. Is the concern overstock-
ing or speculating in inventory?
The Period of Prosperity. — Optimism is at its
highest in the period of prosperity; businesses are
making more money than at any other stage of the
cycle. The credit man, however, needs to oe more
than ever on the watch for the turn of the cycle to
the next stage. Each Dusiness must be considered
separately, for the peak is reached at dil'ferent
stages by different types of business. The influ-
ences of this period on the credit position of a
firm are:
1. The tendency is to buy more and more in
advance--to speculate on inventory. Is
the business overstocked especially in
consideration of the prospect of a
change in the cycle?
2. Is the firm tying itself up with payables
for stock which it cannot sell for some
time?
3. Is the concern overselling -- building up

-12
a receivablss account which it might not
be able to liquidate at full value?
4. Have unwise expansions been made, or are
such expansions contemplated?
5. Is the firm living within its income as
far as expenses are concerned?
6. Are sales increasing in physical volume
and is the margin between cost and sell-
ing price increasing? A decline in
either of these is an unfavorable indica-
tion,
7. Are there indications that the peak is
near in other industries?
The Period of Liquidation. -- This is the period
of financial reverses in which nearly every concern
will have to suffer some losses. The credit strength
of a concern in this period is measured in large part
by its ability to bear a loss or by its ability to
successfully liquidate its inventory and receivables.
The credit factors of this period are:
1. Is the firm able to suffer a loss? And
how much of a loss can it stand?
2. ";hat is the net equity of the owners?
'hat incentive have they to stand by the
business in hard times and fight it out?
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3. How successfully can the overstock of
inventory be liquidated? What turnover
can he maintained?
4. Can needy but financially sound customers
be carried?
5. What is the actual and potential supply
of funds?
6. Can the fixed expenses be carried? Have
variable expenses been properly cut?
7. "/hat is the probable duration of the
liquidation period and its intensity?
The Market Analysis
The market analysis should reveal the extent and
importance of competition, the scope of the market --
whether it is too broad for the greatest efficiency
or whether it might profitably be increased; whether
the class of customers is right, and whether the
sales ana advertising programs are effective. It
a±so measures the demand for the product and estimates
the position of the industry. Then too, it suggests
the possibility or advisability of combining in some
way with competitors.
A knowledge of who the customers are is
especially valuable when the number of customers is
small. Any contracts with the customers as well as
with creditors are important. A favorable contract
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with a responsible firm for the product insures a
steady market to the extent of the contract; a
contract for materials ties up the firm in a
liability to the extent of such a contract. A
narrow market is likely to be the cause of diffi-
culties in the event of the customers ceasing to
trade
•
Percival White gives the following functions
of a market analysis
1. A market survey should lead to a bet-
ter understanding of present markets.
2. It should lead to the discovery of
unexploited markets.
3. It should suggest markets for any
by-products.
4. It should test the effect of the sales
and advertising program.
5. It might point to a change in the
product
.
6. It may result in the more accurate
correlation of purchasing with pro-
duction and sales.
7. It may point to a way of eliminating
seasonal variations.
11 p. 5
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8. It may point out defects in the mar-
keting system.
The Credit Report and the Credit Rating
The credit report, if well done, contains a
history of the company and lists the factors
on which credit may "be based. It gives the ex-
perience of other creditors -- mostly trade
creditors — with the company, and in addition
contains miscellaneous information, such as the
bankruptcy record and the fire record, which
are important and might not be revealed by other
methods of investigation. Then too, the credit
report serves as a check on the information
gathered from other sources.
The credit rating, as listed by mercantile
agencies such as R. G . Dun or Brads treet ' s
,
although primarily for the use of trade creditors,
yet is valuable for the purposes of comparison
and check. It gives the opinion of experts
as to the concern's borrowing strength expressed
in dollars.
Inspection of Plant and Inquiry into inagement
Professor CMNeill of Boston University attache
considerable importance to an unannounced visit by
a credit executive to the plant of the would-be
borrower. Such an inspection would give a general
indication of conditions within the plant; such as
the attitude of the workers, the efficiency with
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which the plant is operating, and the managerial
ability of those at the head of the concern.
Much weight is given to the efficiency of the
managerial staff of a "borrowing "business. Many
ti'oes "banks loan large amounts to businesses, even
when conditions do not look especially good, on
the strength of initiative and ability of the
managers. In such cases it is necessary that there
be some insurance that the same management continue.
A corps of well-trained, assistants is one thing
that the credit man hopes to see. Absolute se-
curity may be obtained by taking out insurance on
the lives of the managers, provided the policies
contain the disability clause.
The Budget
The practice is growing in favor in progres-
sive firms of preparing a budget of operations.
"The business budget is a coordinated plan which
points all factors of manufacture, selling, and
distribution to a definite objective and is tied
in with the general accounting."-*
Programs of sales and advertising, production,
purchases, expenses, and plant additions are
p. 64
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commonly budgeted and are of significance. The
financial plan of the company is most interesting
to the credit analyst. This part of the budget
shows (1) the cash oalance at the beginning of the
period, (2) receipts, (3) expenditures, (4) borrow-
ing needs, (5) liquidation of debt, (6) cash bal-
ance at the end of the period.
Such a budget is of value only if well followed,
but if an organization does follow a budget consist-
ently, it becomes very valuable from the standpoint
of the credit executive of a lending bank. It
serves as a foundation on which to base his decision
and makes him realize that he is dealing with a pro-
gressive firm.
The Audit
Lack of uniformity in accounting method,
especially in account nomenclature and statement
presentation, makes necessary in most cases of
financial analysis some sort of an interpretation.
Then, too, slipshod method, inaccuracies of tech-
nique, and intentional distortion have made veri-
fication and check necessary. Analytical account-
ing performs tne se functions and presents the audit.
An audit is made to disclose the following
information:*-
#5. p. 3
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1. General verification of the accounts
of a ousiness to determine its fi-
nancial condition, its operating
results, and the fiduciary integrity
of those in charge.
2. To determine whether the funds of an
organization have been properly
accounted for and its affairs properly
administered.
3. To determine the profits or losses of
a Dusiness.
4. To determine costs, inventories, fire
losses, and other information of a
like character.
5. To detect fraud.
6. To determine the extent of fraud already
detected
.
7. To prevent fraud by the moral effect
upon the client's staff.
Audits should, to oe of the greatest assistance
and validity, be prepared by a certified public ac-
countant who has been chosen because of his disinterest
in the case and because of his good reputation. Although
there are cases of certified public accountants who
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have unintentionally or intentionally been careless
in their work, for the most part their certificates,
as well as the certificates of recognized appraisal
companies, can be accepted unhesitatingly.
analysis of Financial Statements
The economic survey determines the cyclical
factor, the market analysis investigates demand ana
competition, "Che credit report throws light on the
personal i actor and on the history of the concern,
the inspection of plant makes clear the working
organization of the fir:., the oudget gives the future
plan of the business, and the audit proves the accurac
of accounts. It remains to uetermine the most im-
portant factor--financial strength.
The financial statements of a concern are the
most tangible evidence of its intrinsic worth and
credit strength. For many years statements have been
prepared and examined, but not until the last twenty-
five years has there been any comprehension of the
vast amount of information contained within the
balance sheet and the profit and loss statement. What
information the credit executive may find in these
records is for us to discover and report upon in the
following pages.
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THE APPKOAGH TO STATEMENT .JI^LYblS
Persons Interested in Financial Statement s
The original purpose of accounting was to
record transactions and so the books of a business
concern amounted to little more than a diary. Even
now, the primary function of accounting is to furnish
the management with specific data which will guide it
in its formulation of plans and policies. But today
there are many other persons interested, in the well-
being of a business organization. These four classes
of persons look to the financial statements for infor-
mation of interest to them:
1. Investors -- who buy stock in the concern,
a class of persons which has grown from
the financiers of Wall Street to the
citizens of Main Street.
2. Bankers and capitalists -- who loan
money to the concern. No longer are
business men satisfied with local
banking facilities; they go where they
can get the best accommodations, often
at a great distance.
3. Merchants and others -- who offer goods
and services on a credit basis, but
who know their customers, generally,
only through correspondence and credit
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reports
.
4. Proprietors and. officers — who want
to test the efficiency of capital and
management, but who find old methods
inadequate for testing a complex
organization
.
The investor is interested in the security of
his commitment and in at least a fair return. Those
who loan money are interested in the safety of their
principal and in interest on their commitment. Trade
creditors want to know that they v/ill be paid for
their goods in due. time; proprietors and officers
are especially interested in the efficiency of the
organization and in a reward for their risk.
Need for Uniform Accounting Methods
Important as a correct interpretation of the
figures on financial statements is, it is usually
true that most of the persons who should learn much
of vital interest from them do in reality receive
but little enlightenment from their inspection.
Especially is this true of persons who are not
intimately connected with the management. Hetero-
geneous accounting practice, which has prevailed in
this country, has allowed accounts to be so manipulated
that the condition of the business appeared much
better than it actually was. It is true, too, that
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"the average man does not understand, how to read and
interpret financial statements in a way to get the
most information out of them, and also, as financial
statements are usually presented, considerable work
is necessary in analyzing them."* Already a movement
toward uniform accounting methods is under way, but
there is still much work to be done in that field.
Statements and Account Nomencl ature
One of the chief difficulties in connection
with the analysis of financial statements is the
lack of uniformity in account nomenclature and in
accounting procedure. In order to gain the greatest
value from the statements of a business concern, it
is necessary to know exactly what each item repre-
sents. There is at present, no standard way of
presenting financial information, although the spread
of accounting knowledge and the work of certain
agencies such as trade associations are doing much
toward that end.
This lack of uniformity is due in large measure
to the following:
1. The nature of the business done. A
grocery store will have a different
set of accounts from a railroad or
from a copper mine.
2. The amount of business done. A large
#4. p. 42
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concern usually'" has need for a more
complete accounting systen than has a
small concern.
3. The type of organization. The statements
of a corporation differ from those of
a sole proprietorship and those of a
large holding company differ from those
of a less intricate organization.
4. The ability of whomever keeps the
books. It is obvious that an untrained
bookkeeper or accountant will not keep
a set of books in the same manner as
will a trained accountant.
5. The purpose of the statements. There
is but little difficulty in manipulating
accounts to show to the credit man a
profit and to the tax collector a loss.
Below is included an accepted and easily under-
standable form of each of the two common types of
financial statements:
A SUGGESTED FORM OP BALANCE SHEET TO BE USED
BY CORPORATIONS IN PRESENTING FINANCIAL
INFORMATION TO BANK CREDIT EXECUTIVES*
ASSETS
Cash
On hand
In bank
*1 p. 52
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Receivables
Accounts -- customers
Notes -- customers
Trade acceptances -- customers
Sundry -- for merchandise sold
Inventory
Finished goods
Goods in process
Haw material
Goods out on consignment
Goods in transit
Goods under definite commitment
Listed securities
U. S. Government bonds
Readily marketable securities
Miscellaneous
Call loans
Total Current Assets
Fixed Assets
(Plant or Fabricating)
Real estate
Plant and equipment
Furniture and fixtures
Automobiles
(Miscellaneous)
Stocks and. bonds of subsidiaries
Notes ana accounts receivable from officers and
directors
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Notes and accounts receivable from employees
Notes and accounts receivable from subsidiaries
Sinking fund
Cash surrender value of life insurance
Prepaid expenses
Deferred charges
Railroad claims
Advances to salesmen
Total Fixed Assets
Intangible Assets
Goodwill -- deducted from total of statement and
net worth
Patents and trade-marks -- deducted from total
of statement and net v/orth
Treasury bonds — deducted from total of statement
and funded debt
Treasury stock — deducted from total of statement
and net v/orth
Bond discount -- deducted from total of statement
and net v/orth
Promotion expense -- which can occasionally be
deducted serially from undivided
profits, but in liquidation is of
no value
Total Assets
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LIABILITIES
Payables
Notes payable
Accounts payable
Trade acceptances payable
Liability under letters of credit
Overdrafts
Accounts receivable credit balances
Special deposits
Taxes
Income taxes and reserve for federal taxes
City and State Taxes
Miscellaneous
Accrued items
Dividends declared
Total Current Liabilities
Funded Debt
Bonds
Mortgages
TOTAL DEBT
Reserves
Depreciation
Bad Debts
Inventory shrinkage
Contingencies
Retirement of preferred stock
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Reserve for sinking fund
Net Worth
Preferred stock
Common stock
Surplus
Undivided profits
Total Liabilities and Net Y.'orth
FORM FOR PROFIT AND LOSS STATEMENT*
Gross sales
Less outward freight, allowances, and returns
Net Sales
Inventory beginning of year
Purchases, net
Less inventory end of year
Cost of Jales
Gross profit on sal es
Selling expenses (itemized to correspond with led-
ger accounts)
Total selling expenses
General expenses (itemized to correspond with led-
ger accounts)
Total general expenses
-"-Suggested by the Federal Keserve Board in their
pamphlet "Approved Methods for the Preparation of
Balance Sheet Statements." From 1. p. 61.

Administrative expenses (itemized to correspond
with ledger)
Total administrative expenses
Total expenses
Net profits on sales
Other income
Income from investments
Interest on notes receivable, etc.
Gross income
Deductions from income
Interest on "bonded debt
Interest on notes payable
Taxes
Total deductions
Net income - profit and loss
Add special credits to profit and loss
Deduct special charges t o profit and loss
Profit and loss for the period
Surplus beginning of the period
Dividends paid
Surplus ending of period
Statement Nomenclature*
A description of the items listed in the fore-
-::-Material for this section has been taken principally
from 7 Chapt. XIII and 1 Ghapts. II, III, & IV..
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going statements will perhaps be not out of place.
Cash. -- Cash should include only actual cash
and items so certainly and quickly convertible that
we may almost say spontaneously convertible into
cash. Only in the statements of the larger con-
cerns aoes this item cause any difficulty.
Cash on hand includes the funds kept in the
cash drawer for current expenditures. I. 0. U.'s
from employees or from others should not be in-
cluded, nor should notes payable on demand be
included.
Cash in bank includes all cash on deposit in
banks which is subject to check, special deposits
for the purpose of taking care of current liabili-
ties may be included in cash, but special deposits
set aside as a sinking fund should, not be included
as cash. Neither should savings accounts nor
certificates of deposit be included for they are
time deposits and are subject to one month's
notice before withdrawal. It is well v to be sure
that cash has not been counted twice -- by the
parent company and by a subsidiary.
Receivables
.
-- Accounts receivabl e should
represent current claims against customers who
owe for goods bought on open account. Accounts

not due for more than sixty or ninety days can
hardly he called current and should in conserv-
ative practice he included under fixed assets,
miscellaneous. Accounts that are uncollectible
should, of course, he charged off to expense,
and douhtful accounts should he placed together
with accounts due from members of the organiza-
tion under fixed assets. If some accounts have
been pledged, that is, used as collateral for
borrowing purposes, a proper separation should
be made and a corresponding liability entered on
the other sicie of the balance sheet.
I'otes receivable should consist of only
those written evidences of indebtedness which
are given by customers for merchandise. Notes
receivable from all others should be listed under
fixed assets, for their liquidity is usually very
doubtful. A time limit should also be set on
notes, and. long-term notes included unaer fixed
assets
.
Traae acceptances receivable are, for the
purpose of financial analysis, practically the
same as notes receivable. In some companies they
are the usual method of payment.
Sundry items such as I. 0. U.'s may be in-
cluded under receivables provided there is no

-31-
question as to their liquidity, and provided they
are given in consideration for merchandise sold.
Inventory . -- Inventory consists of raw
materials, goods in the process of manufacture,
ana finished goods held for sale. Goods on consif
ment, goods in transit, and goods under definite
commitment are a part of inventory until title
actuall;/ passes. Supplies are included by many
accountants, but the better practice is to include
these with prepaid expenses.
It should be ascertained whether the inventory
is balanced or not. Effective use of an inven-
tory cannot be made if there is an overabundance
of items which are not usable or salable without
other items of which the inventory show;.; an under-
supply. An e cample of this might occur in the
baking business, where a large inventory of rye
flour is accumulated far in advance of needs. Tnl
flour must be stored away, subject to the oossi-
bility of deterioration or spoilage, while demands
are going to be made on working capital for pur-
chases of large quantities of wheat flour.
An overbalancing of the inventory is likely
to occur when a purchasing agent sees the oppor-
tunity to stock an item at a low price. Such
"bargain buying" is not well advised for the
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material is likely to deteriorate, or after a
time it may be replaced with a better material.
Then, too, capital is being tied up, possibly
to the point where cash discounts have to be
foregone or working capital borrowed*
Inventories are frequently stated too high,
due to leakage not Checked up by actual count,
shrinkage in volume, or decline in market value.
The usual practice is to carry inventories at
cost or market, whichever is the lowest. This
policy is none too conservative, especially in the
case or items which are liable to great shrinkage.
Listed Securities. Often a balance sheet
contains the item "investments". This item has
been used as a catch-all for not only all sorts
of securities -- good, bad, and indifferent --
but also such incidental expenses as promotion
expense and advertising expense. The term "listed
securities" includes only United States Government
bonds and other securities Whose marketability is
unquestionably good. All other securities should
be listed under fixed assets.
Miscellaneous Current As sets. Current
assets are those which are readily convertible into
cash in the ordinary course of business. In addi-
tion to quick assets — cash and items immediately

convertible into cash-^current assets includes
also inventories which are readily salable and
other assets which may be turned into cash within
a few months. Then in determining whether an
item belongs with current assets, we shall apply
the test of convertibility. Thus, call loans,
very readily convertible, are considered current.
Plant and Equipment. Separate accounts
should be kept for the various fixed assets in-
cluded under this head — L...nd, Buildings, Furni-
ture and Fixtures, Automobiles, etc. Any general
account is easily padded, and it is not infrequentl
that a general "Plant" account contains an element
of promotion expense. Two other factors to watch
for are depreciation and "charging to 'Capital".
The figures given may have never' been depreciated;
they may have been appreciated with a supposed
increase in value; or they may have been incorrectl
evaluated in the beginning. Improvements and re-
pairs should be charged to operating expenses, not
to capital.
Miscellaneous Fixed Assets. -- Here are in-
cluded all assets for which no provision has been
made. Some of the items which are included under
this heading on pages 24 and 25 are often found
under current assets, but conservative accounting
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practice demands that they be classified as fixed
assets. Notes and accounts receivable from
officers, directors, and employers are likely to
be extremely fixed and should be separated from
notes and receivables arising from sales, stock
investments in subsidiary, af -filiated, or allied
concerns are relatively fixed, for the apparent
purpose is to maintain the interest represented •
with as particular aim in view. The cash surrender
value of insurance policies on the lives of execu-
tives ana officers, too, are fixed if the business
is to continue as a going concern, and so Wall
and Duning-::- oppose the inclusion of this item as
a current asset. They argue that if cash is
realized on this insurance due to the death of
the insured, the future of the firm is less se-
cure. If the firm borrows on it, a current lia-
bility is immediately incurred for eighty per cent
or more of the cash surrender value, and the real-
izable value of the policy in event of death is re-
duced by the amount of the loan and interest.
Liability xiccounts
Notes Payaole. -- Into this account are grouped
*1. p. 32.
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both notes payable to creditors and notes payable
to banks.
A large Notes Payable account is often looked
upon as indicative of weakness in the collection
department of a business, but in some lines of
business the use of notes or acceptances is custom-
ary. It is true, however, that inasmuch as loans
from banks should be used to take advantage of
cash discounts, large borrowings from banks should
be offset by small liabilities to creditors. Notes
secured by collateral should be carefully desig-
nated and a schedule or the hypothecated assets
should accompany the balance sheet.
Accounts Payable. — This account is liable
to be. misrepresented in many ways. It is a very
common practice for a business to allow its inven-
tory to become low at the end of an accounting
period so that the current position will appear to
be :-;ood. In many cases it will be found that goods
have just been received, or are in transit, or have
been ordered and a liability thus created, but no
entries made. Proper entries should be made for
all liabilities, both actual and contingent.
Because Accounts Payable is a current item,
it should be determined whether or not the debts
are current. It is of value also to know if any
accounts are pas t due — a condition reflecting
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unfavorably on the credit standing of the firm,
accrued liabilities must not be overlooked. Some
concerns give this item separately, otners include
it with accounts payable.
Taxes
.
— Wall and Duning insist that tills
item is a current liability without regard to the
due date of the payment. This is the one item which
simply must be paid, and surely conservative prac-
tice demands that it not be regarde 1 as a fixed
liability.
Miscellaneous Current Liabilities. Here are
grouped items which are due, conservatively, within
less than a year. Individual items that are in-
cluded comprise such accounts as accruals of all
kinds, dividends declared but not paid, and lia-
bilities for legal expense and for damages.
Funded Debt. -- The funded debt consists of
obligations which are due more than a year from
date. Any liability, no matter in what form it is,
which becomes due in less than a year should be
classed as current. ,,hen bonds or other long term
obligations mature serially, any portion due within
a year should be separated rrorn the rest and in-
cluded in current liabilities. In connection with
the funded debt account, it is important that any
provisions or stipulations of the obligations
regarding current position, sinking fund, or
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collateral are lived up to. Failure to live up to
such requirements is likely to result in operations
gainst the current assets of the company. It
should he maae certain that mortgages are registered
and that title to the mortgaged property is thor-
oughly examined or insured.
;;e serves
.
The reserve account should he
separated ir.to its component parts in order that
the nature of the reserves may be known. Charles
B. Cushnian in "The Balance Sheet"-;;- classifies re-
serves as follows:
1. Reserves applying to assets.
2. Reserves that are true liabilities.
3. Reserves that are part of the account-
ing capital and are appropriations of
surplus
•
Reserves for baa debts and reserves for de-
preciation belong to the first class of reserves.
These items represent decreases in the value of
assets and should be deducted from the assets be-
fore ratios are computed.
The most common reserve of the second type is
the reserve for taxes. This represents a current
liability, ror it is an amount which must be paid,
just as an account payaole is.
---Quoted by 1. p. 68.
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The third class of reserves comprises those
which are really a part of surplus. Such reserves
are created in anticipation of improvements, shrink-
age in inventory, or retirement of issues of pre-
ferred stock or bonds.
These are rot the only kinds of reserves. Each
kind of "business has its own peculiar reserves which
must not be considered together, but segregated
ana applied according to their natures.
Net Worth. — The net worth of a business is
the difference between assets and liabilities, and
represents the owners' equity. It is generally
regarded as equal to the sum of common stoc pre-
ferred stock, surplus, and undivided profits.
"This is invariably the gross measure, however,
and should have deducted from it the stock held
in the treasury, the book value of goodwill, whatever
deficits have been incurred, and such assets as
might be deemed fictitious in case of liquidation . "-«-
Difficulties in accurately measuring net worth
arise from the fact that the items or which it is
composed are strikingly arbitrary. The value of
the stock as carried on the books can hardly be
expected to be even approximately accurate. Upon
51-3 p. 166
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analysis, the surplus account will be found to con-
sist of true surplus built up out of earnings left
in the business anct of various items, such as
profits from the sale of fixed assets, which do not
result from the regular business activities of the
concern. Then, too, will be found items represent-
ing ''free'' surplus, which is not intended to remain
i
as a surplus but to be expended to meet some specific
liability.
Because there is much chance of the net worth
figure being widely inaccurate, Professor Schluter
suggests a test for its correctness:-:;- "Take the
average net income earned by a concern over a
period of years (a period that would embrace about
two business cycles, that is, two depression,
and two prosperity, periods), and to capitalize
this average of net earnings net after all de-
ductions are made upon the average rate of
interest of investments over a similar period.
This average rate of interest might be taken as
the average of the rates on both short-time and
longtime investments, since, presumably, the
owned capital in the business was used both for
working and for fixed
' capital purposes. If such
*& p. 168
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a capitalization should be tolerably close to the
figures of net worth arrived at by adding the items
of capital s tock to the surplus and undivided
profits and deducting the book value of goodwill and
deficits, then the net worth so derived might he
taken as sufficiently representative for tne purpose
of constructing the credit ratios, if a great dis-
parity should oe found between these two methods
additional adjustments must be made in accordance
with the facts."
Profit and Loss Statement
Very often the Profit and Loss statement is
not available to the credit analyst. Many con-
cerns feel that the information on the Profit and
Loss Statement is too intimate and really unnec-
essary, and fear that such information might fall
into the hands of competitors who would use it
against them. More and more, however, it is
coming to be realized that bankers and trade credi-
tors are entitled to this information, or at least
to the sales figure.
Sale s
.
— The aggregate selling price of all
goods which have been sold is the gross sales, from
which is deducted outward freight, allowances, and
returns to get the net sales figure. The net sales
figure is the one which is of value, and so the
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credit analyst makes certain of its correctness.
Usually, however, when only the sales figure is
given with the balance sheet, the amount is that
of gross sales.
Cost of Sales. The cost of sales repre-
sents the cost of goods sold during the account-
ing period. For a trading company it is obtained
by adding purchases to the opening inventory and
deducting the closing inventory. For a manufac-
turing company, an account called "Cost of Pro-
duction", including material and labor, is used
instead of 'Purchases." The cost of goods sold
deducted rrom net profits gives the gross profits
on sales.
Expenses
.
-- Expenses should he classified as
manufacturing, selling, administrative, and general;
and the individual items of each classification
should be listed, in order that the analyst may
determine if any of the items are unjustifiably
large. The deduction of these expenses irom the
gross profit on sales gives the net profit on sales.
Net Profits. -- Income derived from activities
other than in the regular course of business is
added to net profit on sales to give gross income,
ana from the figure thus derived are subtracted
financial expenses to give 'the net profit.

--
KNANCIAL RATIOS
efinition of Financial Ratios
The term financial ratios as we are using it
in this thesis, applies in a broad sense to the
expression in fractional or percentage form of
the direct relationship between any two sets of
financial data. Some authors make a distinction
between financial ratios and operating ratios, but
the distinction draws no clear line of demarcation.
Our justification for not making this distinction
is based on the fact that the balance sheet and
the profit and loss statement are quite generally
spoken of together as "the financial statements."
^. : ' 1 ' 6 Of
______
..- blog
Individual items as usually supplied in
financial s3tc;,terr.ents nave some degree of meaning
in themselves, but when compared with each other
as ratios they take on added significance. It is
interesting to know that the current assets of a
business amount to $10,000, but it is more inter-
esting to know that at the same time the current
liabilities are f5,000. Comparing the two figures
we have a relationship which is important
--a
relationship which indicates the d^egree of
surety that there are funds with which to pay
current indebtedness.

Valuable as ratios are individually, they are
of still greater value when compared from year to
year. Should the ratio of current assets to
current liabilities show a declining tendency over
a period of years, an explanation would be in
order; for such a tendency, although not necessa-
rily predicative of financial difficulties, is a
danger signal to be taken heed of. The most
satisfactory manner in which to compare ratios
over a period of years is by the use of index
numbers. Some significant year is taken as a
base (10U/o) and the figures for the other years
are compared with the figures for the basic year
on a percentage basis.
Still further light is thrown on the finan-
cial condition of a firm when several or all
ratios are taken in combination. The trend of
the business may then be interpreted by means of
one composite index*
Relationships between items on the financial
statements of a concern are figuratively limit-
less in number. A determination of all of these
ratios would be a tremendous task and would in-
volve much unnecessary work. So great would be
the quantity of material that its manipulation
would be unwieldy. Then too, the results we
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should finally obtain would be difficult of
classification and interpretation. Obviously,
many of the ratios we might form would duplicate
others; many items, too, could well be grouped.
Furthermore, some of the ratios are of greater
value than others. ,;e shall discuss only those
which have been, by virtue of their superiority for
the objectives in view, recognized by authorities
and used in practical credit work.
Objectives in the Use of Ratios
r. C. Schluter, in his "Credit Analysis"*
lists five objectives "toward which every credit
investigator drives m seeking to unfold the
financial standing of a concern:
"l. The amount of owned, relative to the
amount of borrowed, capital invested
in the business. This entails a
further differentiation as to the
source of both owned and borrowed
capital, the latter covering short-
time of long-time funds,
"2. The relative uses to v/hich the total
capital invested in the business has
been applied. In the main, this fac-
tor seeks to determine the proportions
*3. p. 150,
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of capital distributions among the
various fields of "business operations,
and the degrees of balance maintained.
"3. The amount of working capital relative
to the requirements, as shown by the
current liabilities and fixed capital
and its management. The management is
determined by the working capital turn-
over, stocking of inventory, receivables,
or investments.
"4. The productivity of the capital invested.
This factor is in general conditioned
by the volume and profits of sales, by
the supply and use of working capital,
and by the size of the fixed or over-
head costs.
"5. The rate and productiveness of expan-
sion. The rate ana returns of current
and fixed expansion are elements of
singular importance. The rate of ex-
pansion must be judged by the trend of
sales. Furthermore, the sources of the
funds used in expansion, and their in-
fluence on working capital, both as to
the latter 1 s possible depletion, or the
readiness of its supply relative to the
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possible requirement of increased pro-
duction capacity, are important,"
THE SOURCE AND NaTUiiZ OF CAPITAL
factors Influencing Capital Requirement
s
The amount of capital invested in a business,
considered by itself, is relatively of little
interest to the credit executive. It is true that
he may compare the capitalization of the firm under
scrutiny with the capitalization of similar busi-
nesses and perhaps come to some general conclusion,
but the fact remains that every business concern is
unique in the conditions undr^r which it operates
and will have capital requirements characteristic
to itself. Size, age, geographical location, credit
policy, method of financing — innumerable indeter-
minate factors make need for greater or smaller
amounts of capital.
The Amount of the Investment
For information regarding the capital structure
of a business concern, we turn to the capital sec-
tion of the balance sheet and investigate the re-
lationship between the items found there. Immedi-
ately we find how much money is invested in the
business and from what source it is obtained.
The amount of money that is permanently invested
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in a business — capital stock and bonds -- must be
large enough to furnish fixed capital and adequate
net working capital. The anility to raise temporary
capital to secure short-time loans and trade*
credit -- is conditioned upon the basis of permanent
funds. The greater the percentage of fixed assets
that a firm needs, the larger the proportion of
permanent capital it requires; the more liquid the
assets, the greater the amount of capital that may
be obtained by current borrowings.-::- But a determi-
nation of the most efficient amount of capital must
be made indirectly and in connection with the condi-
tions peculiar to the business under consideration.
These conditions are too complex and too intangible
and general to permit of analysis by financial
ratios. However, the question is really not how
much money is invested, but rather how the money is
invested. This phase of the subject will be con-
sidered in the next section, which concerns the use
made of the capital invested ana its distribution
among the assets. '.Ye have here to consider the
source and nature of capital.
The following chart suggests the principal
sources of an organization's capital:
A. Owners 1 funds.
1. Capital stock — investment.
*4. p. 173.
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2. Earnings left in the business.
B. Borrowed, funds.
1« Long*time borrowings.
2. Short-time borrowings.
Whether the owners furnish the capital them-
selves or borrow it depends upon two factors: first,
the desirability of trading on the equity, and second,
the ability or desire on the part of the owners to
borrow. If they can borrow money at, say 8%, on
which they can make 10% to 12%, it is profitable
to do so. On the other hand, the owners may have
no better way of investing their own funds, or it
may be that for some reason they cannot find buyers
for their notes or bonds. The financial policy of
the concern is, therefore, the first determining
factor in an analysis of the source of capital.
The generally accepted financial plan for the
average corporation is well expressed by Professor
Guthmann in the following table:-*
Property Supplied by
Current Assets Current Creditors &
Bondholders
Tangible Fixed Assets Preferred stockholders
Intangible Assets --Common stockholders
Variations from this plan may well exist without
#8 p. 108.
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violating the principles of safety or causing the
disfavor of credit executives, but let us examine
some of the more important relationships " that do
have a bearing on safety and do come under the
scrutiny of the credit man.
Net ;orth to Total Debt
Factors in this Ratio—The ratio between
net worth, (owned capital) and total debt, (bor-
rowed capital) is significant. For this ratio,
net worth is determined as suggested on page 38
and the total debt is determined by adding the
current liabilities (notes, acceptances, accounts
payable, and accrued liabilities) to the funded
debt. Reserves, according to good credit prac-
tice, are subtracted from fixed or from current
assets according to the nature of the reserves.
Significance of the jiatio. Should a large
proportion of capital be furnished from outside,
it is an indication that it may be difficult for
the present management to maintain control. Indeed?
it may be that the present owners have reason, in
their lack of faith in the enterprise, to invest onl
as much of their money as they must. This ratio air
measures the factor of safety .between the equity of
the creditors and the assets. In case of liquida-
tion the assets will bring but a part of the value a
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carried on the books. The loss should he borne by
the owners of the business, and so their equity-
should be large enough to absoro any losses which
might be incurred in liquidation. The greater the
proportion of net worth to dent, the "easier the
debt pressure and the further removed from the
criticism of being ! topheavy with debt*"-* and the
more lavorable the general credit position of the
company. Statistics show that the capital con-
tributed by the owners of businesses varies from
an average of about 48f£ of all capital for the
meat packing industry to an average -of about 85/o of
all capital for department stores. As a general
rule the analyst looks for at least as much owned
capital as borrowed capital.
Computation. — For practical purposes, it is
convenient to express ratios in percentage form.
If the owned capital of a business is ;10,000 and
the Dorrowed capital is ;5,000 we might express the
relationship as 1Q,QUU or 2. Multiplying by luO
5 , 000
we get the ratio expressed in percentage form, 200;s
of the borrowed capital. In computing ratios we
always divide the first -named account by the second
and multiply by 100,
Use of the Ratio. — We have mentioned before
that any ratio taken by itself is worth little; it
#1 p. 126.
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must be compared with other ratios to reveal any
great amount of information. Thus, the net
worth to debt ratio of a firm should be compared
with its net worth to debt ratio of previous years
and with the net worth to debt ratio of similar
firms as of the same approximate date. In the
following example both companies seem to be equally
good the fourth year as far as the net worth to
debt ratio is concerned. However, company A is
building up a margin of owners' capital while
company B is losing its margin of owners 1 capital.
Net Worth to Debt Ratios
Company 1st year 2nd year 3rd year 4th year
A 150 175 205 200
B 230 215 220 200
Schluter lists four causes for variations in
the net worth to total debt ratio:*
1. Increase or decrease in stock out-
standing,
2. Increase or decrease in surplus, or
profits left in the business, or defi-
cits contracted.
3. Changes in the methods of pricing items
deductible from net worth, such as good
will and other fictitious items.
3 p. 169.

-52-
4. Increase or decrease in current or
funded debt.
Changes in this ratio should be investigated be-
fore they are interpreted, for it is possible for
the ratio to decrease through an addition of
doubtful worth to the capital items.
Ratio of surplus to Net V.orth
Computation. — The surplus to net worth
ratio is calculated by dividing the surplus by the
net worth and multiplying the quotient by 100, thus
Surplus x 2.00
Net Worth
Explanation of Surplus. Because we have
already explained the manner of computing the net
worth, we have only to explain what is to be inclu-
ded in the surplus account for analytical purposes
Surplus represents the excess of accounted-for
assets over accounted-for liabilities and is very
apt to be largely fictitious. If the liabilities
are greater than the assets, the difference is a
deficit. Difficulty in separating the real sur-
plus from the amount given is due to the intangible
nature of the item, ourplus may come into exist-
ence in several ways:-*
1. Earnings from regular operations.
k-6 p. 511

Ordinarily this is the source of profits.
2. Earnings from outside operations.
3. Income from securities of subsidiaries.
4. Sale of assets at an amount in excess of
their cost or book value.
5. Revaluation of assets.
6. Sale of securities at a premium.
7. Conversion of unnecessary reserves into
surplus
.
8. Donated surplus.
9. Surplus derived from constituents of
consolidation.
10. Surplus accumulated from earnings of
previous years.
A determination of the real surplus is largely
a matter of discretion, but a study of the assets
should show up any fictitious element. Tangible
assets may oe highly overvalued. A thorough ap-
praisal is expensive and probably not practical,
but gross overvaluations are apparent to even an
untrained person who takes the trouble to look
around. Intangible items are more difficult to
evaluate, but they should be investigated and re-
duced to a reasonable figure or perhaps eliminated
altogether
•
There is always the possibility that a part or
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the whole of the surplus might "be divided among
the stockholders in the form of dividends, and here
is suggested the possibility of the temporary
holding-up of dividends to make the credit strength
appear greater.
The dividend policy of the corporation under
investigation is worthy of study. Many firms have
adopted the souna policy of adding a certain amount
of the profits to surplus each year, thus build-
ing up a margin to take up deficits of poor years
and to provide capital ror growth and expansion.
Correctly speaking, all of the surplus is not
available for dividends. A good balance sheet will
distinguish between surplus available for dividends
and describe carefully each item. Guthmann gives a
very good example from the "balance sheet of the
Carthage Cabinet Company from which we quote the
surplus section : •>.:-
Surplus, available for Dividends:
Earned
Capital
Total Surplus Available for
Dividend
Surplus, Not Available for Dividends:
-;:-8 p. Ill

--
Reserves
:
For Sinking Fund
For Contingencies
For Expansion
Total Reserves
From Revaluation of Goodwill:
Patents and Trade-marks
Total surplus not Available
for Dividends
Professor Dewing regards only earned surplus
availaole for dividends: "There remains, then, of
the various sources of surplus one and only one
which may give rise to that surplus from which div-
idends may he declared. This is the surplus arising
from the normal annual accumulations from the profit
and loss accounts. "*
Distinction is sometimes made between "free"
and appropriated surplus. Schluter takes the
stand that all real surplus should be used in the
surplus to net worth ratio.
Significance of this Ratio. "The surplus
to net worth ratio is a logical sequence to the net
worth to debt ratio since it reflects the source of
owned funds in the business*. An increase in the
proportion of surplus reflects favorably on the past
*9 111 p. 50 **3 p. 170
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operation of the business and is indicative of the
fact that the business is preparing for the future —
for future growth and expansion, for payment of ob-
ligations maturing in the future, and for future
possiole reverses.
Causes for change in this ratio are directly
dependent upon the sources as listed, on pages b'd
and 53 and upon changes in capital structure.
Causes for changes in this ratio should, of course,
ce taken into consideration before any conclusions
are reached.
Current Debt to Total Debt Ratio
Factors and Computation, — The factors
making up the current debt to total debt ratio are
easily determined. Current debt includes accounts
payaole, notes and acceptances payable, accrued
liaoilities, and all other debts maturing within a
year. "From these accruals, the corresponding pre-
paid items in the assets might logically be deducted.
Reserves against current or contingent liabilities
may be excluded and can be better handled by de-
ducting them from the current assets, since reserves
do not often carry with them a definite setting
aside of cash or other assets and, therefore, are
merely 'paper' reserves. On the other hand, where
a reserve is based on the allocation of a specific
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fund or property item in the assets, for example,
sinking fund requirements, such items may toe in-
cluded unaer current liabilities. In the ratio
here analyzed, reserves, except tax reserves, can
be excluded, therefore, as an item under current
debt, since they should more properly be deducted
from the assets against v/hich they have been crea-
ted."-"- Total debt consists of both current and
long-time liabilities and is the same figure that is
discussed on page 49. The ratio is represented by
the formula
Current Debt
Total Debt x 100
Significance of the Katio. — The current debt
to total debt ratio indicates the proportion exist-
ing between long-time and short-time obligations ana
so indicates the source of borrowed capital. Change
in this ratio arise from the following causes
1. increase or decrease in current debt,
or in any of the special items under
that heaa.
2. Increase or decrease in fixed or fund-
ed debt, or in any of its items.
3. The funding of current debt.
4. The recalling of long-time indebted-
#3 p. 172 #* 3 p. 172
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ness and the substitution of short- time
obligation therefor.
Decreases or increases in these factors have to
be reviewed with some care. Each factor should be
examined individually because simultaneous changes
might take place that would keep the net result the
same, but which might seriously affect the credit
position of the company.
Generally speaking it is desirable to reduce
both current and non-current liabilities; but if the
ratio is to change, it is well to have it become
smaller. The principle involved is this: that
long-time debts are properly incurred only for the
purchase of fixed assets. Fixed expansions should,
conservatively speaking, be provided for out of sur-
plus, and present long-term indebtedness should be
liquidated as soon as possible in order to free the
business of a fixed charge for interest, current
Indebtedness results from operations and will remain
at a rather even figure, barring seasonal fluctua-
tions •
Current Debt to Net orth
Computation. -- The items used in this ratio
have been previously explained and so no comment
is necessary here. The ratio is computed as follows
Current Debt
ilet Worth x 100
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Signif icance
.
— The anient debt to net worth
ratio measures the extent to which owned capital
covers current debt. It is desirable to have this
ratio 100 per cent, which would indicate that the
net worth of the concern covers the current liabili-
ties. A decrease in the ratio, then, is unfavorable
and an increase is favorable.
Variations in the ratio might occur from the
following causes
1. Increase or decrease in net worth,
2. Increase or decrease in current debt.
3. The payment of current debts out of
previous earnings, as, for example,
out of accumulated surplus or undi-
vided profits,
4. Reduction of capital stock through
losses incurred, which directly reduced
liabilities
•
Net Worth to Funded Debt
The net worth to funded debt ratio, expressed
Net V.'orth
x 100
Funded Debt
supplements the current debt to net worth ratio and
shows a similar relation. This ratio indicates the
tendency of the company 1 s financing toward capital
ownership or toward, trading on the equity. Vhich of
»3 p. 173
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these two methods is most expedient is a matter to
be determined in each individual case. Generally,
however, an increase is desirable, for it indicates
the more conservative policy and tends toward a
larger margin of protection for creditors.
Summary of the Ratios used to keasure the Sourc e
and Nature of Capital
The ratios we have discussed in connection
with the measures and source of capital may be
summarized as follows:
1. Net /orth Measures proportion Increase is
Total Debt
of owned capital to desirable,
borrowed capital.
2. Surplus Measures source of Increase is
Net orth
owned capital. desirable.
3. Current Debt Measures the pro- Decrease is
Total Drbt
portion of current desirable.
debt to long time
debt.
4. Current Debt Measures the ex- Decrease is
Net ..orth
tent to which cur- desirable,
rent debt is cover-
ed by net worth.
5. Net './orth Indicates the ten- Increase is
Funded D~bt
dency toward desirable,
borrowed capital or
toward owned capital.
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These Ratios in Combination
An examination into the nature and source of
capital entails the consideration of each of the
ratios mentioned aDove. Any conclusion based on
one of these ratios or its trend is apt to be
misleading; an attempt at a conclusion based on all
of the ratios without considering them as a group
is ap t to be confusing. It is necessary to line
up these ratios against each other to be able to
come to any determination of the financial structure
of the business, ana especially is it necessary to
line up the trends against each other to determine
what is happening to the financial structure.
Should the ratios which should be high and
increasing (1, 2, ana 5 in the summary above) be
low and decreasing; and the ratios which shoulu be
low and decreasing (3 or 4) be high and increasing;
the financial structure is in an exceedingly aan-
gerous position ana no great amount of analytical
ability is necessary to come to this conclusion.
If some of the ratios have a favorable tenaency and
others have an unfavorable tendency, need arises
for real analytical ability. Ratios are not a
means of reducing the credit problem to an exact
science; opposite trends cannot be cancelled against
each other with mathematical precision, neither can
absolute weights be given to the several ratios.
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Each case requires individual examination on a
discretionary basis and each change in trend must
be investigated for its cause. The cause in turn
must be considered in the light of its financial
expediency and its effect on the credit position
of the firm.
Ub'^S ,-JTD DISTRIBUTION OF CAPITAL
The Financially Sound use of Capital
The use ana distribution of capital is a
factor which indicates the degree to Which the
capital is likely to be productive ana the securi-
ty it represents to the creditor, and in addition
it reflects upon the business judgment of the
management
•
Lincoln* gives a list of suggestions which
are consistent with sound financial practice:
1. "Keep the investment in fixed assets
as low as possible." Buildings and
real estate and even machinery should
be rented if possible until the fu-
ture of the business is assured. Fixed
assets, especially those which are use-
ful only for special purposes, yield
but a small proportion of their value
*7 p. 140
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at a forced sale. Grantors of credit
do not like to see large amounts of
capital tied up in fixed assets because
it suggests over-optimism and business
inability on the part of the management.
2. "Do not invest any more than is abso-
lutely essential in inventory." Specu-
lation in inventory is a dangerous
practice and should not usually be in-
dulged in. Buying in large quantities
to get a low price is not as sound a
policy as buying in small quantities for
a rapid turnover.
3. "Do not invest money in accounts or notes
receivable if this can possibly be avoid-
ed." It is true that accounts receivable
are considered to be more liquia than
merchandise inventory, but only when
there is reasonable assurance of liquida-
tion at the due date. Most concerns have
a large enough task in financing their
own business, letting alone financing
the businesses of their customers also,
4.. "A concern should always keep a good
supply of cash on hand, the relative
amount of which depends upon the nature
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of the business carried on." New and
small businesses have to depend upon
themselves for cash with v/hich to pay
their obligations. New concerns must
demonstrate their earning capacity be-
fore they can obtain loans, and small
concerns are not generously granted
credit as a general rule. Even the
large concern can seldom borrow more
than five times its average bank bal-
ance. It is not over-conservative to
maintain a large cash account, but of
course there is such a tiling as too slow
a turnover of cash.
"Do not expend too much money In a top-
heavy marketing program." Most business
es are built up by a gradual process.
Markets can hardly ever be forced or
broken into; they must be approached
cautiously. Mushroom business often dis
appears as suddenly as it appears.
"A new concern should concentrate on the
object for v/hich it has been launched."
Although the modern idea seems to be:
sell whatever people will buy, yet side-
lines should be added with much caution
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and only arter a sufficiently exhaustive
market analysis.
7. "All funds should be expended only after
careful planning and consideration of
the general needs and prospects of the
business," Too often, over-optimism
prompts expenditures that more rational
consideration would condemn as unwise*
Productiveness and safety should guide
all expenditures; the aggregative in-
stinct must: be entirely subjugated.
In the determination of the uses to which capi-
tal has been put, a credit analysis of this factor
seeks to throw light on the degree of efficiency
v/ith which capital is employed. Efficiency in the
use of capital is probably the most direct test of
the business ability of the management, and is
measured by the degree of safety and productiveness
of the employed funds. The financial ratios which
throw light on the subject are based on the follow-
ing relations t*
1. The proportional amounts of the total
capital invested in the business dis-
tributed among the three classes of
assets -- "fixed," "current," and
"other assets."
#3 p. 218
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2. The extent to which owned capital in-
vested covers the fixed investments.
3. The extent to which long-time "borrowed
capital covers the fixed investments,
(4. If desired, the amount of owned capital
present in the "business, in proportion
to the supply of gross working capital
current assets.)
Let us discuss the ratios "based on these relation-
ships .
Fixed Assets to I"et .oi'-th Plus Total '.j?bt ..ati o
Factors and Computation «, -- Both net worth
and total debt have been discussed above. In the
computation of fixed assets should be included all
"permanent assets that directly contribute to the
output or resale of goods."-;:- In order that this
figure might approach a more real value of the
assets, rese ves for depreciation should be sub-
tracted as should all items of a fictitious and
inflationary nature such as goodwill. Here, again,
good judgment must serve as a guide as to whether
or not real value exists to the extent that book
value is claimed. Schluter even excludes holdings
in subsidiary companies from fixed assets except
when he uses the term "fixed investments" to cover
fixed assets plus such holdings ,#» The ratio is
*3 p. 220 -JHK5 p. 221
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expressed as follows:
Fixed Assets
let Worth plus Total DetTfc x 1UU
Significance
.
-- This ratio measures the pro-
portion of fixed assets that the "business supports
An increase in this ratio should prompt investiga-
tion as to the causes and justification for the
increase. If the volume of business is larger, a
larger plant may be justifiable. Accordingly
Cruthmann presents the Sales to Fixed Tangible As-
sets as a test of the justification of increases
in fixed assets. The rate of fixed expansion is
discussed later in this work.
Current Assets to I~et V.'orth and Total Debt Ratio
Factors and Computation. -- No new factors
are involved in this ratio, so we may proceed to
note the formula:
Current assets
Net Worth plus Total Dobt x 100
Significance This ratio is used together
with the preceding ratio and the following ratio.
An Increase is desirable in so far as it evidences
greater liquidity of assets to bolster up the mar-
gin between current assets and. current liabilities
Danger signs to look for are over-investment in in
ventory and over -investment in receivables.
Other Assets to Net Worth plus Total Debt Ratio
Factor s and Computation. -- "Other assets" in
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cludes "a variety of items not covered by Fixed or
Current Assets"**
1. Other Assets j the item often contained
in statements.
2. Notes and accounts given by officers,
stockholders, and employees.
3. .Securities or investments not readily
marketable (including holdings in al-
lied and subsidiary companies).
4. Deferred charges, except prepaid ex-
penses, which might be deducted from
accrued liabilities.
The formula for this ratio Is;
Other Assets
Net " orth plus Total Debt x 100
Significance
:
— This -ratio, with the two pre-
ceding ratios are a quantitative measure of the
proportions existing among the three kinds of assets
of the company and hence they should be used to-
gether. Increase in the Other Assets to Net "/orth
plus Total Debt ratio should prompt inquiry into the
outside activities of the business; whether it is
seeking control of other companies, or speculating
in investments of one kind or another, or tying up
its capital in unproductive assets.
Net -orth to Fixed Investments Ratio.
Factors and Computation. — Here it is necessa-
#3 d. 224
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ry merely to be reminded that fixed investments in-
cludes fixed assets and investments in allied and
subsidiary companies. The ratio is expressed thus:
Net Worth 10QFixed Investments
Significance
.
— This ratio indicates the degree
to which fixed investments are taken care of by
owned capital. For reasons that we have pointed out
before, a 10U per cent ratio is desirable. A de-
crease in this ratio suggests that in case of action
on the part of creditors, liquidation of assets
essential to the operation of the plant may become
necessary.
Funded Debt to Fixed Investments Ratio
Factors and Computation. -- Funded debt in-
cludes Mortgages, Bonds, and Other Long-time Debts;
Fixed Investments was explained in connection with
the previous ratio. The formula follows:
Funded Debt
Fixed Investments x
Significance — This ratio measures the pro-
portion between long-time debt and long-time assets.
It is desirable to have this ratio small. A large
proportion of fixed assets may be used as collateral
or security £6'r loans and at any rate provide a mar-
gin of safety for creditors. The freer this margin
of safety is, the better. Then too, as we have ex-
plained before, it is desirable to have the funded
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debt figure low.
Current Assets to Net orth Ratio
Factors and Computation. -- Current assets and
net worth have been adequately explained. The re-
lation between these two items is expressed as
follows
:
Current asset
Net Worth x 100
significance
.
-- The extent to which current
assets are covered by owned capital is indicated
by this ratio. This ratio is. 'the supplement of the
net worth to fixed investments ratio and should be
used with it.
Summary of the Ratios Showing the Use and Distribu-
tion of Capital
Suggests over-invest-
ment in fixed assets.
1 . Fixed Assets
Total Capital
2, Current Assets Suggest over-invest-
Total Capital
ment in inventory or
receivables, and
measures trend of cur-
rent position.
3. Other Assets Suggest outside acti-
vities
.
Total Capital
Decrease
is desira-
ble.
Increase
is desira-
ble.
Decrease
is desira«
ble
.
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4. Net Worth Measures degree to Increase is
Fixed investment
which net worth desirable,
covers fixed invest-
ment .
5. Funded Debt Measures proportion Decrease is
Fixed Investment
between long-time desirable,
debt and long-time
assets
•
6. Current ^ssets Measures extent to The desira-
which owned capital bility of
covers current as- increase or
sets. decrease de-
pends upon
other ratios
Net W'orth
THE SUPPLY AND POSITION OF WO IKING CAPITAL
Definition of Working Capital
The term working capital has a rather loose r.nd
vague meaning in the minds of the general public.
Business men have at least two specific conceptions
of the term, namely:
1. The total current assets.
Z • The total current assets less current
liabilities
.
These two meanings of the term have caused much con-
fusion, but authors of text books on finance gener-
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ally agree that the term more aptly applies to the
second of these two conceptions and urge that it be
used only to mean the total current assets less the
current liaoilities.
Problems Connected with '..'orking Capital
The proolems concerning working capital should
be understood before proceeding with an analytical
study of its supply and position. We may mention
the following major problems:
1. The quantity needed.
2. The sources.
3. The cost.
4. The conservation.
5. Causes of variations.
We shall briefly discuss each problem.
• The Quantity of '. -jerking Capital Required. — The
many factors governing working capital requirements
may be summarized as follows:
1. Peculiarities of the business.
2. Terms of purchase and sale.
•3. The business cycle.
4. Managerial control.
Peculiarities of the Business. — Obviously
large businesses will require more working capital
than small businesses, but whether or not they re-
quire more or les in proportion to their size is
dependent upon other factors. it seems safe to say
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that probably, other things being equal, economies
which might be effected fey large concerns in the use
of working capital should make their requirements
proportionally smaller.
Businesses which are seasonal in their nature
find need for large amounts of working* capital at
certain times of the year . They are preparing for
the busy season, and expenses of one kind or another
are heavy while income is low. At such tiir.e it must
be expected that the amount of working capital will
become low, inventory^ exceedingly high, and cash
comparatively low. At other times of year these
same ousinesses find expenses light and income large.
There is an over-large working capital with inventory
low and cash exceedingly high, such businesses
solve the problem by borrowing during the slow
months and depositing or investing their surplus
funds during the busy months
.
All business is more or less hazardous, but
some are more so than others. Business firms whose
stock in trade is a luxury good or an article the
demand for which is dependent upon style, or whose
existence is threatened by actual or potential
competition, are extremely hazardous and require
a larger margin or working capital than concerns
having a more certainly good future.
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New concerns are usually expected to Toe es-
pecially careful of their current position and are
expected to maintain a higher margin of working
capital than an old concern, while the volume of
business of a concern increases, the working capi-
tal requirements will be larger on account of the
fact that expenditures will increase ahead of in-
come .
In certain cases it will be found that the- per-
iod during which inventories must be held is long.
This condition might arise from an insecure source'
of supply which demands earl?/ purchases or from
other conditions, such as terms of discount allowed,
which make it expedient to buy far in advance of
needs. In a manufacturing business, the period of
manufacture is a determining factor; the longer the
period the greater the working capital requirements..
Terms of Purchase and Sale. -- Easy credit
terms of purchase aid a company in keeping its
working capital position good. Cash discounts offer
an inducement to keep Accounts Payable down. A
good concern will take advantage of these discounts
thus saving money and. keeping Accounts Payable low.
Companies which are given long credit terms and are
not pressed for payment find need for a comparative-
ly small amount of working capital.
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Concerns which receive payment in advance need
but a small amount of working capital; firms which
se±l for cash need a somewhat larger amount; con-
cerns which grant the most favorable credit terms
to their customers find need for the largest
amounts or working capital.
The Business Cycle
,
The business cycle must
not oe disregarded in a consideration of working
capital requirements. A short discussion of the
effect of the business cycle on the credit prob-
lem was given earlier in this work. Here we may
note that working capital requirements will be
greater on the upward swing of the cycle due to
the higher cost of carrying inventories and ac-
counts receivaole ana also due to the fact that an
increasing amount of business will be done. For
opDOsite reasons, the downward swing will be a
tir^e of smaller requirements. It is necessary at
all times for a business to adjust its financial
structure to the phases of the cycle.
Managerial Control. Differences in work-
ing capital requirements may exist in similar
industries aue only to the efficiency of manage-
ment. Scientific buying will reduce inventories;
vigorous collection policies will keep receivables
low; wise borrowing policy keep notes payable low;
and good accounting and statistical control will
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help fit available capital to current needs.
These, and .many other phases of management
affect the working capital requirements very per-
ceptibly.
Most Efficient Amount of Working Capital. —
We have suggested roughly the factor governing the
needs for working capital. It follov/s that good
management will try to keep working capital at
its most efficient point. The advantages of ample
working capital are listed by C. W. Gerstenberg :
*
1. The morale of the management is main-
tained by the consequent .feeling of
security.
2. Trade credit is maintained by prompt
payments
•
3. Gash discounts may be taken.
4. Bank credit is made available.
5. Difficulties are met more easily in
periods of stress.
The objections to redundant working capital are
that:
1. Waste may be -encouraged.
2. Manipulation, in the form of invest-
ment in undesirable side lines, may be
invited.
3. Interest may be lost on idle or low-
*6 p. - 386 ff
.
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yielding bank balances,
4. Large balances of cash may profitably
be invested in producing assets, and
a large amount of cash assets may
therefore oe taken as an indication
that the managers are not expanding
their business.
Sources and Uosts of Working Capital
The sources of working capital are signifi-
cant because of two factors: the cost of obtain-
ing the capital and the nature of the liability
incurred. Five principal sources suggest them-
s e 1ve s
:
1« Reinvestment of earnings.
2. Sale of additional stock
3. Use of dealer credit
4. Short-time borrowing
5. Long-time borrowing
An attempt has been made to list these sour-
ces in order of desirability. V/e have mentioned
before that the conservative policy of plowing in
earnings is the soundest method of taking care of
additional capital requirements. This form of
financing costs nothing in interest or salesmen's
commission and causes the incurrence of no liabil-
ity. Speeding up collections and liquidation of
inventory have provided the answer for many a con-
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cern which needed capital.
Sale of additional stock incurs no outside
liability and is without question the second best
way in which to raise working capital from the
credit standpoint. This method, however, has the
objections that cost in selling the stock is like-
ly to be incurred, and control is liable to be lost
unless care is taken. Grantors of credit prefer to
see earnings reinvested, for that is an indication
of earning power and success. .
Dealer credit is a convenient form of raising
capital, out of course a liability is incurred at
the same time. This liability is, however, com-
paratively flexible in the sense that trade
creditors are less likely to insist on payment than
are other creditors. On the other hand, an addi-
tional expense is incurred directly when dealer
credit is used through the payment of higher prices
or the loss of trade discount.
There are many forms of short-term borrowing,
but they are all characterized by interest charges
and relative inflexibility. "Loans in the open
market are more likely to be pressed for payment
at maturity than are loans from banks. n# Shrewd
borrowers will borrow sufficiently from their banks
to keep their line of credit open, but will borrow
#3 p. 336
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»
in the open market to leave a margin ' of borrowing
ability from' the bank in case of necessity.
Long-term borrowing has certain advantages in
spite of the fact that we list it last. Interest
rates are usually lower and the date of maturity
is at a sufficiently remote date to enable the
company to remove the cause for the need of capi-
tal before payment becomes necessary. Extensions
of time on short-term loans are difficult in case
of open market borrowings, and are looked on as
a sign of weakness in cases of borrowings from the
bank. In any case they are inconvenient. On the
other hand, long time borrowings are meant especially
for permanent capita; to be paid out of earnings,
and eventually to be displaced by owned capital.
In addition the e is the disadvantage of the tangi-
ble hold that bondholders have over the assets of
the company which might make its position embarras-
sing. Current capital requirements then, should be
met with owned funds or current borrowings.
Conservation of "orking Capital.
The conservation of working capital is a phase
of general business management which might be
dwelt upon at some length. However, for our pur-
poses, a listing of the factors involved should be
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sufficient. Gerstenberg mentions the following:*
1. Proper production methods,
2. Scientific purchasing.
3. An effective sales campaign.
4. Vigorous collection system.
5. sound financial policy.
In addition he lists the following rules:
1. Fixed administration expenses should
he reduced to a minimum in order that
the business may be as nearly elastic
as are the business conditions affect-
ing the company.
2. All processes of the business should
be based on exact information, proper-
ly analyzed and logically synthesized,
and applied to future plans.
3. The units in the several departments
should be of such size that each de-
partment will be used to its full
capacity.
4. Unnecessary and unproductive fixed
operating assets should be salvaged
and turned into cash.
5. The management should always sustain
the intellectual and moral elements
of credit; the health of the whole
•6 p. 397 ff
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"personnel must be maintained, es-
pecially that of the chief officers;
and above all the faith of customers,
creditors, and employees in the moral
integrity of the management must be
sustained,
6. Provide a dividend policy that will
readily attract new capital,
7. Ke'ep the credit of the company at the
bank good for seasonal and emergency
demands for cash,
8. Use the supplementary financial agencies
for raising cash when expedient,
9. Provici- enough initial circulating
capital for every step in expansion
to permit the circulating capital to
perform its- ordinary functions without
undue strain.
10. Provide ample "regular circulating
capital" through the sale of capital
stock or bonds or through "plowing in"
of surplus
.
11. Keep a cash budget in order to fore-
cast the demands for cash funds and
the sources from which cash nay be
derived.
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12. Use supplementary services of en-
gineers, and economists, and the pub-
lished service of service institutions
to prevent unscientific guesswork.
Causes in Variation of Working Capital
"Vorking Capital changes come about generally
through variations in "the general factors which
determine it -- current assets and current lia-
bilities. These two factors may vary concurrently
in the same direction or in opposite directions,
Out in all cases it is desirable to investigate
changes in individual items.
Additions to net working capital result frjom
the fo 11owing
:
1. Stockholders 1 investment (new contri-
butions) and proceeds used for work-
ing capital,
2. Flotation of funded or long-time debt
and proceeds used for working capital.
5
. Earnings
,
a. In the form of receivables,
the profit accruing when goods
are sold on time.
b. In the form of cash, in the
case of cash sales, or sales of
other current assets, or re-
ceivables collected.
*3 p. 338
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4. Marking up the value of merchandise
inventory ana readily marketable se-
curity investments.
5. Building up reserves against tax.-s,
contingencies, depreciations, main-
tenance, and sinking fund, or amorti-
zation of a.debt, if left in form of
cash, or liquid investment.
A reduction in the amount of net working cap-
ital occurs under the following conditions:
1. Losses sustained.
2. Cash dividend paid or profits taken
out of the business.
3. Payment of long-time obligations out
of current funds.
4. Purchase of fixed and non-current
assets by use of working funds.
5. Marking down the value of inventory.
6. Periodical investment of reserves,
and, therefore, taken out of current
assets, use of reserves for mainten-
ance, depositing of funds in sinking
fund.
The problems concerning working capital are
investigated by use of the ratios we shall now
describe, but the factors of increase and decrease
should be taken into consideration in connection
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with all changes. Capital requirements, sources
and cost of capital, and management of capital
are matters which throw additional light on work-
ing capital conditions and. changes. All interpre-
tations must be made in the light of sound finan-
cial principles applied to each individual case.
The Current Ratio
Factors ana Computation. '-- The current ratio
has to do with the relation between current assets
and current liabilities and is expressed thus:
Current .^ssets
Current Liabilities x 100
Current assets has been explained, but we
might review the fact that it includes cash, re-
ceivables, merchandise inventory, and investments
of ready marketability. From the gross sura of
these shoula be suotracted provisions for bad
debts, cash or trade discounts, freight ana
allowances, ana other items which, denote a
logical decrease from current assets.
Current liabilities consist of all payables
due within a year, accruals, and reserves for taxes
Reserves for the items deducted from current assets
are correctly subtracted from gross current lia-
bilities.
Significance
.
-- The current ratio, ol'ten
called the working capital ratio, or the backer's
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ratio, or the 2 to 1 ratio, is the oldest and
the best-known of all financial ratios. In fact,
until very recently, an analysis of financial
statements consisted almost entirely of the com-
putation of the current ratio. The old-time
credit man considered a ratio of 200% indication
of a sufficiently safe current position and was
likely to loan to concerns having such a ratio
even in the face of unfavorable factors which
were more or less apparent. On the other hand,
so dogmatic were they in the use of this ratio and
so sure were they of its conclusiveness as a test,
that many times they refused credit to fundamen-
tally sound businesses whose current ratio was
somewhat low.
The current ratio measures the degree to which
the current liabilities are covered by current
assets — the certainty with which obligations
will be met at maturity. It indicates the margin
of safety which exists as a protection to creditors.
A ratio of 200, for instance, indicates that cur-
rent assets of )200 exist for every §100 or current
liabilities. This leaves a margin of safety of
$100. • In case of difficulty of liquidation of
current assets, especially of inventory and re-
ceivables, current liabilities will be able to
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be met properly even if only one-half the expected
funds are forthcoming. Then too, in case of
forced liquidation or sale of the business, even
if current assets yield but fifty cents to the
dollar, creditors are secure.
This is admittedly a very important ratio;
experience has proved its worth. Criticism, how-
ever, is aimed at its dogmatic and irrational use.
First of all, it obviously follows from the fact
that different firms have different working
capital requirements that the 2 to 1 proportion
is not a reasonaoly safe standard to be guided by
without a consideration or other factors. Some
businesses would oe in a good condition with much
less than $200 of current assets for ;10u of
current liabilities; others might have a current
ratio much higher than 2 to 1 and yet be in a
precarious financial condition. It is true also
that the value of the current assets or different
firms vary.. The value of inventory especially is
an indeterminate tning. Shrinkages of consider-
able importance may take place, and ability to
liquidate at anything like a reasonable price is
of great uncertainty.
The trend of the current ratio is always
examined with great interest. An increasing ratio
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is much to be desired while a decreasing ratio
is usually very undesirable. , Changes in the
ratio may come about toy
1. Increases or decreases in the items
composing current assets, or by
2. Increases or decreases in the items
composing current liabilities.
It may be seen, however, that on a 2 to 1 basis,
current assets must be twice as great as charges
to current liabilities in order to keep the ratio
at a level. An example will make this apparent.
A business lias
Current Assets 200
Current Liabilities 100
The current ratio is £00.
If it buys goods worth $100 it increases assets toy
$100 and increases liabilities by flOO and we have
this condition
Current Assets 300
Current Liabilities 200
The current ratio is now 150, showing a decidedly
unfavorable trend.
On the other hand suppose we have a sales
transaction instead of a purchase $100 worth of
goods are sold for $125
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Current Assets 225
Current Liaoilities 100
Our current ratio is nov/ 2^5, showing a favorable
trend.
The above explanation suggests the possibil-
ity of what is known as "window dressing." In-
ventories are allowed to become low just before
statement time or purchases are made without
making a record, for the time being, of the trans-
action, another possibility is to make a sale to
some friendly interest on the understanding that
the goods are to be returned the day after state-
ments are made out.
gven if manipulation is not practiced, in-
ventory valuation is largely a matter of judgment.
Present value of inventory is dependent upon style
changes, prices changes, sales power of the firm
and many other factors. The other items in cur-
rent assets have much more determinate values.
Even Accounts Receivable may be estimated fairly
accurately for value on the basis of bad debt and
sales returns and allowances figures -- presuming
no manipulation has been practiced.
The ^cid Test
Factors and Computation. -- Because inventory
is likely to represent a large proportion of cur-
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rent assets and because inventory is of such inde-
terminate value, it is often subtracted from cur-
rent assets to give "quick assets". Using this
figure in place of curx'ent assets we get the acid
test:
Quick Assets
Current Liabilities x 1UU
Significance
.
--> Goods on the shelf cannot be
used to pay bills, and. until they are sold they
are of doubtful value as current assets. Many
analysts accordingly favor the acid test as a
measure of current liquidity as a substitute for
the current ratio. An acid test ratio of 100;j,
$100 of quick assets for $100 of current liabili-
ties, is generally regarded as favorable.
The Net '.Vorking Capital to Fixed Assets Ratio
Factors and Computation . It is necessary
here but to remind the reader that net working
capital is the result of subtracting the current
liabilities from the current assets, and that
fixed assets includes all permanent assets that
directly contribute to the output or resale of
goods but does not include property not directly
utilized in the regular course of business or
fictitious or intangible items often listed as
fixed assets. The formula for this ratio is:
Net .'pricing Capital v _
Fixed Assets
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Signif icance . -- The net working capital to
fixed assets ratio is "a measure of the number of
dollars of working capital more or less permanently
in possession of a firm as compared with the number
of dollars invested in a plant or factory . n*
What this ratio shows is best explained by listing
of the chief reasons for changes in this ratio
:
1. The use of working funds for fixed
expansion
.
2. Distribution of past profits to owners.
.3. Retention of earnings for working
capital purposes.
4. Losses incurred.
5. Increasing or decreasing long-time
indebtedness
.
6. Reduction of capital or new capital
brought into the business.
7. Disproportionate application of the
added capital, whether borrowed or
contributed by stockholders to current
and fixed assets.
8. Marking the valuation of fixed assets
up or down.
9. Disposition of fixed assets.
10. Increase or decrease in valuation of
merchandise inventory and liquid
investments
.
#3 p. 254 *#5 d. 255
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An increase in this ratio is to be desired
for the reason that it shows less reliance on
outsiders for working capital and thus provides
a greater relative margin for creditors.
^ejL '-.•< .i '~? ,•; i-.o Juv'i'-r. h ' a ' :. J-jo
Fac tors and Comput at ion . -- Net sales may be
taken for any period, but the most satisfactory
results are obtained when the period is a short
one. This truth is based on the fact that current
assets is taken as of the present time, and also
on the fact that the general condition of the
business may have changed during the longer period.
The current assets, then, can hardly be expected
to be representative of the period, and the con-
dition of sales volume as indicated by figures for
a long period can hardly be expected to hold true
for the present time when sales volume may have
become considerably changed.
The formula for the net sales to current
assets ratio is
Net Sales
Current Assets x 100
Significance
.
— This ratio measures the ef-
ficiency in the use of gross workin capital.
An increase in the net sales to current assets
shows that more business is being done on the
same amount of current assets — that the ef-
ficiency of the working management has increased.
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Net Sale s to Receivables
. Factors. — Net sales, of course, must be taken
on the same basis as it was in the previous ratio.
Receivables, as sales, may be taken for any period
ana must be the average for the period. It should
include, "all items of receivables except those
given by officers and employees. Generally loans
to subsidiary or allied companies should be included."
For the sake of accuracy the period should be a short
one and to be consistent should be the same as the
period taken for sales. The formula is
Net Sales , rtri
r; r^i x 100Receivables
Significance . — The net sales to receivables
ratio measures the turnover of receivables. A
quick turnover of receivables reduces the need for
capital and incidentally reduces the risk of acco mts
becoming, bad. Decreases in the ratio of a company
from time to time indicate
1. Inability to collect, due to poor
general conditions of business or
poor condition of debtors.
2. Decrease in efficiency of collection
department
.
3. Overselling.
4. Change in policy regarding terms
of credit.
Variation in the turnover of receivables
#3 p. 257
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betv/een various industries and companies resuit
from differences In terms on which sales are made
or business conditions affecting the particular
industry and its customers.
James H. Bliss-::- suggests a method of measuring
the turnover of accounts receivables which he
claims is most satisfactory. He divides the amount
of average daily sales into the average of accounts
receivables as shown by the financial statements.
Professor Bliss illustrates as follows:
If the average receivables at the end of the
period are $100,000
and the average daily sales are 3,000
the turnover should be stated as 33 days
It means that there are just that many days
of average business tied up in accounts receivable.
ITet Sales to Merchandise Inventory Ratio
Factors . The period covered by the factors
must be the same as chosen for the above turnover
ratios. "Merchandise must be the average inventory
for that period, and, in addition to the regular
inventory carried,- it should, as a rule, include
goods 'on consignment.' meaning goods that the
firm has shipped to be sold on a commission
basis. 'Goods held on consignment' should not
be entered under merchandise except when a direct
#4 p. 137
1
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liability has been incurred against them."* The
ratio is expressed thus:
Net Sales
r
Merchandise Inventory x 1LU
Significance — A rapid turnover of inventory
is a good indication of a proper coordination of
buying and selling. Heavy inventories are expensive
ana needless in most businesses. Decreases in
the net sales to merchandise inventory ratio may
occur from overstocking the inventory or from an
unexpected faliing-off in sales. Both of these
possibilities should be looked for ana regarded
as decidedly unfavorable.
Turnovers between different- industries vary
considerably. Concerns which manufacture goods
requiring a long time to make have a low turnover
while trading concerns which sell by sample or
description have a high turnover. Between firms
in the same business differences in turnovers
reflect directly upon managerial efficiency.
Merchandise Receivables Ratio
Factors . -- These two items represent the
major oortion of gross working capital. Both of
them have been explained previously. The ratio is
expressed tnus
:
l-erchandise
Receivables x 100
Significance
.
-- Because receivables are more
*3 p. 257
I
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nearly liquid than merchandise, it would seem that
a decrease in the ratio would be desirable. However
it must be realized that the stage of the business
cycle is highly significant. After the period
of prosperity has passed, inventory values de-
preciate considerably while receivables do not
shrink to such a large extent. A concern able
to change its inventory to receivables is fortunate
if the receivables are good. On the other hand,
during the period of revival and nearly up to the
crisis or peak of the cycle it is advantageous
to 'ou.j somewhat farther ahead to take advantage
of the rising prices. Scniuter-;:- points out that
"it must be noted that there is a tendency to sell
more on the basis of cash, in periods of rising
prices, when sellers' markets prevail, and more on
the uasis of time in periods of falling prices,
when buyers' markets prevail. This general fact
greatly influences the trend of this ratio."
Summary of '.Vorkihg Capital Ratio
1 . Current Assets
Current Liabilities Measure is the Increase
probable is de-
ability of sirable.
the concern
to meet its
immediately
wo p. 260
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maturing
obligations
•
Net Working Capital Measures the
amount of
Fixed Assets
An increase
is desirable*
Net Sales
Current Asset:
Net Sales
Receivables
Net Sales
working funds
which may be
depended upon
to keep the
plant going.
Measures the An increase i
efficiency in desirable.
the use of gross
worKing capital.
Measures the An increase
efficiency of is desirable.
collections
.
Measures the An increase
Merchandise Inventory
Merchandise
receivables
active market- is desirable,
ability of *
inventory
.
This ratio is increases or
used as a decreases in
check against this ratio
the turnover are desira.
ratio. or un-
desirable
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ac cording
to condi-
tions •
THE POTEIITIAL PRODUCTIVITY OF CAPITAL AND ASSETS
Importance of Future Earning i-'ower
Credit has been defined -«- as present purchasing
power growing out of potential or future paying
power, which power itself grows out of the ownership
of salable goods or the ability to render salable
services. For a going business, this paying pov/er
must be based on the productivity of capital and
assets -- on future earning power. Failure of in-
come to meet expenses involves the necessity of
liquidating assets that are essential to the opera-
tion of the business. Such liquidation must be at a
discount from actual value and hence is a most un-
desirable tning from the creditors 1 standpoint. The
margin of income over expenses is a safety factor of
the utmost importance, and the assurance of a good
margin is of special interest to the credit executive.
Besides serving as an index of safety, the
earning power of a business is really the ultimate
test of its success. All elements in the business
are aimed directly or indirectly at profit for the
owners. Favorable earnings, and prospects of more
*10 p. 587
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favorabie earnings are good signs. But however
favorable past and present earnings and the
trend of earnings may be, the future is uncer-
tain. Outside factors have their influence.
These factors, ar®, of course, not measurable b: r
financial ratios but they must be taken into
consideration. Provided outside influences are
taken into account, evidence is available from
(
the
financial statements which does yield a reason-
ably satisfactory prediction as to future earn-
ings. Future earnings are based on the product-
iveness of capital and assets, which has three
aspects:-*
1« The earning power of a business in
the past as related to the capital
invested (net worth).
2. The actual and potential production
capacity as represented by the fixed
investments in relation to the in-
ventory on hand.
3. The ability of the firm to merchan-
dise its output, which is reflected
in the volume of business as related
to the current assets.
The first of these aspects has to do with pas
earnings and the trend of earnings in relation to
*5 p. 280
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probable future profits; the second lias to do with
plant capacity and its trend; and the third/, has to
do with the salability of the product and its trend.
The ratios which are explained below are used
in the investigation of the three aspects of po-
tential productivity of capital and assets.
Net Earnings to Net Worth ratio
Factors. -- Net Earnings is that amount which
can be added to Surplus at the end of the account-
ing period; it includes all items of income and
has deducted from it all items of expense. Net
V/orth has been explained before as representing
the equity of the owners in a business. The
ratio is expressed:
Net Earnings
Net Worth x 1UU '
Bliss * points out the desirability of sepa-
rating the return earned on common stock from the
return earned on preferred stock. To do this
would require the subtraction of dividends on
preferred stock from net earnings and the book
value of preferred stock from net worth. Further
subtractions from or additions to either net
earnings or net worth should be made to co res-
pond to the nature and provisions of the
specific types of securities issued. This segre-
gation is based on the fact that preferred stock-
#4 p. 58
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holders are in a position half-way between common
stockholders and bondholders • Preferred stock
may be considered almost as quae i -b
o
r-rowed capital.
The real owners of the business are the common
stockholders, who hold the voting power and man-
age the business so as to secure the greatest net
profit that they can, './hen they find it neces-
sary to raise capital they decide what types of
securities they will be able to market and which
of these will allow them to maintain control and
yield them the greatest net return. If they
issue common stock, they invite others to join
them in ownership; if they issue bonds they merely
borrow long-time funds; and if they sell pre-
ferred stock they are raising capital in the man-
ner which seems most expedient for the situation.
And so the return on common stock is more repre-
sentative O' the strength of the business
more indicative of the managerial ability or lack
of such ability. To raise capital, it may be
necessary for a business to issue preferred stock
at a high rate and with cumulative, participating,
or other features. The ability to meet 8% divi-
dends on such stock is no different than being
able to meet as much interest on bonds. Surely,
to test the earning power of a business which has
-::-4 p. 58
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equal amounts of common and preferred stock out-
standing and is just able to meet an 8% dividend
on the common stock, we could not say that its
earning power is 4$ or that this 4$ is represent-
ative of the returns on either common or preferred
stock.
It must he remembered, however, that we are
taking the credit manager's point of view and that
he is not interested whether or not the earnings
go to the common stockholders or to the preferred
stockholders. Preferred dividends do not have
to be paid unless they are earned — they are
not a fixed liability as is the interest on bond-
ed indebtedness. The manner in which a company
raised the funds with which to get started or to
expand the business is a matter of the past. The
credit executive is interested in the trend of
earning power of capital invested. So we shall
continue to follow Schluter.
Significance
.
— The net earnings to net
worth ratio is the measure of business success
and is generally conceded to be one of the most
important credit ratios. "Substantial differen-
ces in returns earned by various industries are
the result of business conditions affecting the
various industries, competitive conditions, the
character of the business done, and the risks
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involved. Differences in earnings between
different "businesses in the same industry are
usually evidences of the efficiency of management
in all its phases. Net earnings should be large
enough to give the owners a fair return on their
capital -- a return commensurate with the risk
involved -- and should compare favorably with the
earnings of other businesses of a similar nature,
A high and increasing Net Earnings to Net Worth
ratio is to be desired.
Changes in this ratio are due to
1, Decrease or increase in profits due
to internal or external conditions.
2. Changes in the net worth (It should
be borne in mind that profits turned
back into the business are expected
to earn as much as the original cap-
ital.)
Inventory to Fixed ..ssets Hatio
Factors and Computation. No new factors
are brought into this ratio so we may immediately
continue to the formula:
Inventory
Fixed assets x 100.
Significance
.
-- This ratio measures the
e :tent to which the concern is stocking up in-
ventory in advance of sales -- the degree to which
#4 p. 59
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it is using its plant capacity. It also might
indicate an over-stocking of inventory. Y/hether
it is a better indication to see this ratio de-
cline or increase depends upon conditions.
Manufacturing concerns have inventories of
three kinds, which fact makes it desirable to
separate inventory into Raw Materials and Supplies,
Goods in Process, and Finished Goods. This makes
it possible to come to conclusions as to how pro-
duction is progressing -- whether or not at too -t
fast a rate for the market.
Net Sales to Current ..ssets
Use in Connection with Productivity of As-
sets . -- We have explained this ratio in connec-
tion with the supply and position of working
capital. It is used also in examining the pro-
ductivity of capital and assets as an evidence
of the "rapidity of turnover of the current as- •
sets, and, therefore, indirectly, the efficiency
in selling the output and collecting the proceeds."
Additional Ratios
Professor. Schluter suggests these other ra-
tios in connection with the supply and position
of working capital: **
Net Sales to Fixed Assets.
*3 p. 283 ft* 5 p. 285
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Net Sales to Total Capital Invested.
Gross Profits to Net Sales.
Operating Profits to Net Sales.
Objections are found, to all of these ratios. Net
Sales' to Fixed Assets is .seriously affected by
price changes; Net sales to Total Capital Invested
is based on too general a conception of turnov r
to oe of service as an indicator of future earn-
in:; capital; the others, which involve profits
and sales are ineffective as forecasters for they
are merely records of the past.
Summary of Ratios Predicting Future Earning Power
1. Net Earnings
Net Worth
2 . Inventory
Fix 'd sets
Measures the trend
of earnings-*
Measures the ac-
tual and poten-
tial production
capacity.
3. Raw Materials ) Used in place of
and Supplies )
Fixed Assets" j Inventory to
4. Unfinished and ) Fixed Assets ra-
Finished Goods )
Fixed Assets ) tio in manufac-
)
) turing concerns.
An increase
is desir--
able
.
Desirability
of increase
or decrease
dependent
upon con-
ditions •
/
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THE RATE OF FIXED EXPANSION
Normal Growth and I.iature S i ze of a Busines s
Growth is just as much a normal thing for a
business as it is for any living thing; in fact
it has been said that a business must grow
fail. New businesses, much as man, seem to have
three stages to grow though: childhood; the
period of trying out its business feet, experiment-
ing, learning, discovering its possibilities
usually a slow process for a healthy business;
adolescence, the period of rapidly growing up
to its possibilities ; and maturity, settling down
to * routine of adjusting itself to new conditions
and expanding to meet new demands.
It is true, however, that there are limits
to the growth of most businesses. There is a
lirrit to the extent of markets and there is the
point of greatest, efficiency which keeps the
size of businesses within bounds. Any venture
beyond these limits involves losses or decreased
profits
.
The Expediency of Expansion
Expansion presents a problem of some diffi-
culty especially for the credit man, for expansion
is a long-time proposition while credit is a short-
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time proposition. It is easy enough to know that
a business is and should be expanding over a long
period, but such knowledge does not solve the
credit man's problem. He regards the matter in
the light of the present and the immediate future
and asks concerning the e ipediency of whatever
trend the business is taking in respect to its
credit position of the near future. He wants to
know if the present expansion is consistent with
general and normal growth and if it will yield
profits commensurate with the degree of expansion
or if the firm is jeopardizing its current or
fixed assets or earning power. These, then, are
the conditions with which our study of the rate of
fixed expansion is concerned:
1. The rate of fixed expansion in rela-
tion to the normal growth in the
volume of business or sales.
2. The source of capital used to fi-
nance the expansion.
3. The effect of expansion on the pres-
ent and probably future financial re-
sources of the firm.
Finding Normal Growth of Volume of Business
The growth of business is measured through
*3 p. 303
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the trend of the sales figures. But there are
two principal difficulties in measuring the
growth of business by the sales figure. One
difficulty arises from the fact that there are
seasonal variations and cyclical fluctuations
which must be taken into consideration in con-
nection with the secular or normal trend; and
the second difficulty arises from the fact that
the price of the same goods will vary from time
to time so that a difference in the sales fig-
ure may represent the same real amount of bus-
iness done in terms, of units.
Let us illustrate the first difficulty by
>le • The following are the sales figures
. business over a period of 12 years
:
1st year $15,000 7th year :;40,000
2nd year 20,000 8th year 80,000
3rd year 50,000 9 th year 90,000
4th year 55,000 10th year 55,000
5th year 60,000 11th year 70,000
6th ye ar 35,000 12th year 60,000
These figures may be represented graphically:
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This graph shows that the annual sales fig-
ures even when presented graphically do not give,
information that is specific or useful. The
jogs must be wiped out -- the curve must be
smoothed. This may be done roughly by the use
of a moving average. Upon applying a 5-year
moving average to the figures presented we have:
1st year •15, 000 7th year : 44,000
2nd ;ye ar IV, 500 8th year 50,000
3rd year 28, 333 9th 7/ear 62,000
4th year 30, 000 10th year 61,000
5th year 56, 000 11th year 68,000
6th year 40, 000 12th year 72,000
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The computation is a matter of "but five minutes
and gives us a more nearly straight line — one
which may be straightened with reasonable ac-
curacy with a ruler. The dotted line, then,
approximately represents the secular trend.
10 \\ 12.
Greater accuracy may be had by applying the math-
ematical formulas for finding the secular trend.
The other difficulty that which arises
from the fact that the price of goods varies
from time to time -- may be overcome by either
of two ways.
"One is to find an approximate trend of
quantity of goods sold, by dividing the index
number of actual sales by the index number of
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the price of goods sold. This method aims at
results similar to those obtained by dividing
the index of bank clearings of the United States
by the Index of general wholesale prices, in
order to determine the volume of trade for the
country as a whole. The second procedure is to
take the actual sales figures as a basis for
calculating a chain inir^x number or for fitting
a straight or curved line to the actual figures,
the aim in either case to derive the normal
growth of sales volume. The effect of short-time
price changes on the pecuniary volume of sales
would be entirely eliminated by the latter method,
but the effect of long-time price changes would
be present to their fullest extent. However, this
would not be so serious a consideration in the
case of dete'rmining the fixed assets, since one
could assume that similar changes would be re-
flected in the inventory valuation of the fixed
assets
.
The Hate of Expansion in Fixed assets
The rate of fixed expansion is measured by
the increase in the value of the fixed assets.
I'o new difficulties are found here, as in the
case of the growth in the volume of business.
The value of fixed assets is fairly well set if
*3 p. 305
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el'epreeiationa are taken regularly. Additions, of
course, often are made in large quantities, which
causes a broken curve. Straightening this curve
is an easy matter. Take these figures as repre-
senting tne fixed assets of a company:
1st year
2nd year
3rd year
4th year
5th year
6th year
|)1, UUU
1,000
1,000
2,000
2,000
2,bu0
7th year
8th year
9th year
10th year
11th year
12th year
02,500
3,000
4,000
4,000
4,000
4,000
In the following graph, a straight line has been
drawn tnrougn the two uppermost points and another
straight line between the' two lowest points. A
line drawn midway between these two, the dotted
line, is representative of the fixed expansion.
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Ndir we may return to our three factors per-
taining to fixed expansion. The first of these
is the determination of the rate of fixed expansion.
This involves a consideration of the growth in
volume -of business and the, growth in fixed assets
together. Either sales or fixed assets may vary
without giving any clue as to the advisability
of the change. Varying together, the ratio
remains constant and indicates that the plant is
building up to meet the increasing volume of busi-
ness. So, then, in measuring fixed expansion we must
consider the justification for such expansion in
the volume of business done. The financial ratio
that is used for the purpose is the Normal Net
Sales to Fixed Assets Ratio.
,
o--:..al Net Sales to Fixed Assets Ratio
Factors and Computation . -- Normal net sales
is determined in the manner which is explained
on page 91 and represents the secular trend of
the volume of business. Fixed Assets, too, has
been explained before. The formula for this ratio
is
:
Normal Net Sales -. ~~
—
rr- 3 i x 100Fixeo. assets
Significance . -- The Normal Net Sales to
Fixed Assets ratio should remain approximately
the same over a number of years. An increase
suggests that the volume of business is growing
up to the capacity of the plant; a decrease sug-
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gests that the fixed assets account has been
increased. A standard or normal ratio f or the
business for any year may he obtained by using
the normal ne't sales figure end the normal fixed
assets figure determined by the method explained
on page 91.
A decrease is to be regarded critically. It
may be that the business has marked up its inven-
tory of fixed assets or it may be that it has
recently acquired additional fixed assets. In
case of Lhe- latter, the cu estion of the justifi-
cation of the expansion must be raised. Over-
expansion is dangerous according to the sources
of the capital used.
The Source of Capital and Overpans ion
"Several dangers arise from overexpansion
according to the source of capital used: the
fii-st class has to do with impairment of the
working capital position of the organization
which existed prior to expansion; the second
with the excessive charges against income; and,
the third, with the impaired cr-dit reputation
incurred by jeopardizing the earnings left over
for distrinution on dividend securities out-
standing. If overexpansion exists, the use of
capital, having its source in present and past
reinvested earnings, brings about difficulties
of the first type above, since it must necessari
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draw on the working capital available for current
operations. The use of capital "based on short-
term indebtedness is fraught with serious danger
as indicated in the second group above, since
it increases short-time obligation, while the
funas so obtained are apolied for fixed capital
purposes. The interval consumed in construction
is often long, 'while the future returns on new
expansion depend largely on the vicissitudes of ,
general business conditions. The uses of capital
obtained 07 issuing ' additional stocks, either
common or preferred, is not altogether satis-
factory, as suggested in the third group of pit-
falls, for additional dividend securities require
assured earnings m the future, in order to avoid
depreciation of these securities in the market,
and so impairment of the firms credit worth.
The fourth class of danger arises from the use of
capital oDtained by issuing bonds or mortgages
over long periods, which presents the added
burden of heavy interest charges that must be
carried regardless of income. The foregoing
attempts to picture in a general way the conse-
auences of overexpansion in relation to the
various sources of capital. Vie must add that,
even where expansion is justified, the sources
from which capital has been procured cannot be
ignored from the standpoint of their influence
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on the credit risk."*
The ratios used to determine the source of
fixed expansion are:
Net V/orth to Total Debt.
Surplus to Net Worth.
Current Debt to Funded Debt.
All of these ratios have beer explained
above. » They should be examined together in order
to come to a fair conclusion of the source of the-
capital for the expansion. For instance, if the
first two of these ratios are decreasing, and
the third is increasing we may reasonably come
to the conclusion that borrowed capital is the
source of the funds used.
This brings us to the third point in connection
with expansion -- the effect or expansion on the
present and probable future financial resources
of the firm. Here we are interested in the •
justification for expansion and we attempt to
detect overexpansion . Schluter gives the
following symptoms of overexpansion : «#
1. A reduction in the net working
capital position relative to the
enlarged amount or fixed assets.
2. A reduction in the net working
caoital position attendant upon a
withdrawal of working capital for
*3 p. 310 **3 p. 311
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purposes of financing the new ex-
pansion, or upon an increase in
short-term liabilities resulting from
the use of current borrowings for
expansion or as a result of purchasing
fixed, assets on credit,
o. A marked increase in long-time
indebtedness that demands certain
portions of current income for
fixed interest charges. Such inter-
est charges combine With certain
overhead charges, such as taxes,
depreciation, insurance, etc., and
often make serious inroads on both
current and future income.
4. A heavy increase in permanent charges
against income before the newly
added capacity can be brought into
active use.
5. Furtner reductions in working capital,
as well as reduced income, and often
further borrowing, as a result of
persistent overexpansion. The
latter may be forced and, if so, cannot
be continued indefinitely without
reorganization of the concern, to
scale down the capitalization.
The ratios used to measure the correctness

of expansion are
:
Net Earnings to Net orth.
Current Assets to Current Liabilities,
Net Working Capital to Fixed. Assets.
These three ratios, which have already been
explained, should be examined a3 a group. De-
creases in these ratios are generally unfavorable
for they shov/ respectively a tendency toward a
smaller proportionate return to the investor,
an impaired current position, and a dispro-
portionate financial maire-up.
It is true that general business conditions
play a large part in determining the justification
of expansion. Expansions just before the period
01 revival may be justifiable while expansions
toward the end of the period of prosperity are
apt to be unadvi sable even when the ratios look
favorable. Then too, expansions in the face of an
obviously increasing demand for the product over
a long period may be profitable while expansion
in the face of a doubtful demand is speculative.
METHODS FO'i ^aaLY^IS QV . Z ... .. .;T o
Single Balance Sheets
We have mentioned before that financial
statements have had, until comparatively -recently,
but a small part to play in the credit decision.
Such statements were considered as private as a
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diary and. were prepared for the exclusive use
of the o-.mer or owners of the business. Later,
some kind of a balance sheet was submitted to
prospective creditors but it was little used --
a cursory glance, an order to file it away somewhere,
and its usefulness was over.
Today, balance sheets are more carefully
prepared, thanks to the growth in the size of
business, to the accounting profession, and to the
income tax lav/. Credit executives may glean con-
siderable information of real value from a single
balance sheet.
Actual figures themselves are often mis-
leading, for size is easily mistaken for strength.
People are not used to thinking in terms of thou-
sands and millions of dollars and are unable to
handle such figures with -accuracy. The propor-
tions between items are what is really important.
Wall and Duning classify such proportions or
ratios as component and s alien t.»
"By component porportidns one might well
mean those proportions which indicate the rela-
tive distribution of a whole into its component
parts, indicating what percentage of the whole
each part represented."
"By salient proportions one might mean the
*1 p. 100
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proportional relationships between the important
elements of any statement. The current ratio, as
generally developed and accepted, is such a
salient proportion. It is unquestionably an
important strength measurement in that it estab-
lishes the relation between debts maturing in a
near future ana the assets from which payment
will normally be effected."
Component Proportions
Component proportions are easily shown in
additional columns on a regular balance sheet.
Such a statement is illustrated in "Ratio
Analysis of Financial Sta tements"-* and is called
a Common-Size statement or a 100 Per Cent State-
ment.
dollar 100%
Statement Process Statement
Cash
Receivables
Inventory
3,445
9,269
4,071
Listed securities 5,700
Total Cur: en t 23,285
Total Fixed
Total
74,782
98,067
5,445
98,067
9,269
98,067
4,871
98,067
5,700
98,067
25,285
98,067
74,782
98,067
3.52$
9.45
4.97
5.81
23.74
76.26
loo.oo;:;
l p. 103
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Dollar 100%
Statement Process Statement
Payables • 12,550 12,5o0 12.80$
98,067
Taxes 1,690 1,690 1.72
98,067
Total Current 14,240 14,240 14.52
98,067
Funded D^bt :50,0u0 30,000 50.59
98,067
Total Debt 44,240 44,240 45.11
98,067
Reserves 10,675 10,675 10.89
98.067
Net Worth 43,152 45,152 44.00
93,067
Total 98,067 100.00$
Sales 109,250 109,250 114.40$
98,067
Such, data as we find on the above statement
is valuable in that -it brings the facts into a
more comprehensible form. The use of the 100$
statement, using only the percentage is a very
convenient manner in which to compare balance
sheets of one company for several periods or for
several similar concerns for the same period, it
shows trends or differences which are not apparent
from the actual figures.
A very common but unwarranted objection to
the use of the 100;j statement is that the time
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required for its completion is too great in
proportion to its value, as a matter of fact
the necessary computations may be very quickly
and easily done on a slide rule or even more
quickly and more easily done on a good cal-
culating machine like the Munroe. Three minutes
is the estimated time for an experienced oper-
ator of a machine
•
V/all and Duning seem to expect a greater
use of the 100% statement, * They point to the
simplicity of the method of procedure, ease of
application and the acceptance of its import-
ance, especially of late..
Professor Gilman, hov/ever, attaches lit-
tle value to the 100)"$ Statement. He quotes an
example of the fact that the untrained reader
might at times be actually deceived.
Last Year % This Year %
Surplus $3,938,000 15.2 4,050,000 15.1
Total Assets 25,854,000 100.0 30,643,000 100.0
A careless analyst might notice the drop
from lb. 2% to 13.1$ in surplus, and without fur-
ther question, come to the conclusion that the
surplus condition has become poorer. It seems
1 p. 106
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as though a person who Is so easily deceived
could not oe expected to learn anything from
a financial statement and should not he en-
trusted with the credit decision.
Salient Proportions
Salient proportions are used to measure
the relations between items that have signifi-
cant hearing to one another. These propor-
tions are almost innumerable as far as the
possible number of relationships are concerned.
Some, however, are more important than others
depending largely upon the nature of the busi-
ness and upon the purpose of the analysis.
The proportions, or ratios as we choose to
call them, for a manufacturing corporation
would be different from the ratios of a trading
firm not incorporated. The banker, investor,
manager," trade creditor ana each other person
interested in a business would choose ratios
which would best show what he wants to know.
The ratios that ".'all and Duning regard
as most important in bank credit work are:
1. The Current Ratio
2. Merchandise to Receivables
3. Net Worth to Fixed assets
4. Net Worth to Total Debt
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5. Sales to Receivables
6. Sales to merchandise
7. Sales to Fixed Assets
8. Sales to Net "Vorth
The first four of these ratios are computed
from items found in the "balance sheet, "inas-
much as the "balance sheet reflects the position
or the company at rest for an instant of time,
they are dr-veloped from facts that are mo-
mentarily at a standstill and for descriptive
purposes have, therefore, been called static
ratios
.
The other four ratios have Sales as one of
the related items. "These ratios express en-
ergy, effectiveness of action, or power.
Again for descriptive purposes these ratios
have been called the dynamic ratios."*
Comparative Balance Sheets
Financial ratios are measures, and all
measures are based upon comparison. Measuring
financial condition, then, involves comparing
the present condition with the condition at
some other time or with some other business.
But comparison with some other business does
not give the information that is wanted -- it
does not show whether the business is progres-
sing or retrogressing. To get this informa-
*l p. 107
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4
tion it is necessary to set the figures of suc-
cessive periods up against each other. Then
the analyst may, to use '.Vail and. Duning'3
simile, "get some idea as to whether the busi-
ness is laboring uphill, running up a fair and
level highway, or rushing downhill at a dan-
gerous speed."*
The comparative balance sheet was the first
step toward the intensive use of statements for
analytical purposes. From such a balance sheet,
however, it is difficult to learn much about
the trend of the financial condition of a busi-
ness. A considerable improvement is effected
when the increase or decrease in each item is
given.- Oilman gives this example:
THE AjViiSS MANUFACTURING COMPANY
CORPORATION BALANCE SIimT
OF DECEMBER 51, 19-
Assets 1923 1924 Increase Decreo.se
Cash 7,190 10,512 3,322
Accounts Receivable 5,629 5,857 228
Inventories 28,077 22,210 5,867
Fixed Assets 36,163 37,290 1,127
Prepaid Expense 2,545 2,459 36
Total Assets 79,604 78,328 4,677 5 , 953
*1 p. 85
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Liabilities and 1925 1924 Increase Decrease
Net " "or 1:1?
Notes Payable—Trade 3,000 1,000 2,000
Notes Payable—Bank. 3,000 2,000 1,000
Accounts Payable 3,000 5,000 3,000
Dividends Payable 2,000 2,000 — -
Accrued Liabilities 337 248 39
Capital Stock Out- 50,000 50,000
standing
Surplus 15,267 18,080 4,815
Total Liabilities 79,604 78,528 4,815 6,090
and Net Worth
Oilman evaluates this method as follows:*
"Presenting the statement in this form em-
phasizes the changes that have taken place. The
facts stand' out clearly and theil* relative importance
is more easily gauged.
"This method of analyzing is perhaps the one
most commonly used. For clearness the above state-
ment does not show group headings and sub -totals
tne would usually be g'iven.
"The use of this method plus the calculation of
the current ratio (and sometimes the acid test ra-
tio) represents about the sum total of analysis
technique at the present time. (1925)."
"And for the ordinary work of credit de-
partments, it is usually sufficient. But for
the needs of investors, executives, public ac-
-;.-2 pp. 49 and 53
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countants, and to meet extraordinary credit sit-
uations, this limited procedure is quite inade-
quate •
"
Historical analysis -- Ratio Method
For the more important credit analyses sev-
eral ratios are used. Computations of these
ratios covering a period of several years are
made and the results compared. In this way, the
trend of the important financial relationships
is established.
But ratios have to he carefully used. Un-
favorauie tendencies which seem to exist in
certain instances may be compensated for by
opposite tendencies. To discover these opposing
tendencies, it is necessary to use more than
one ratio. Such ratios may all show the same
tendency or they may show opposing tendencies.
In one case the decision is easy; in the other
case the factors governing the decision are
forcibly brought to the attention.
While on the subject of warnings we might
note that the accuracy of the results obtain-
able through the use of ratios is entirely de-
pendent upon the accuracy of the figures from
which they are computed. Then too, ratios must
not be expected to give all the information that
the credit executive must have. A list of the
L
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tools with which the credit man has to work —
the list of sources of information — is giver-
earlier in this work, page 3. In some cases all
of tnese sources may well be drawn upon. One
author says that the ratios should he used
merely as a check upon the decision as arrived
at through information received from other
sources; another, that ratios merely point out
symptoms, out do not furnish a complete diagnosis.
However, a fairly comprehensive analysis
of a business is oossible through the use of
i
ratios. The method of. historical analysis by
the ratio method is "commonly used by advanced
analysts, and while it has certain faults, it
is quite effective and practical."-*
These are Gilman ! s objections to the ratio
method of oalance sheet analysis:
1. Any balance sheet represents a
relationship between two varying
factors and any change in a ratio
from one year to another must be
interpreted by the examination of
the changes in the two items from
which the ratio is built.
2. The ratio is so artificial a figure
-;:-2 p. 95
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*
that it is difficult for the 'analyst
to keep in mind its connection with
the actual balance sheet under sur-
vey.
3,. The ratios give an unwarranted im-
pression or finality, whereas the
different patios probably vary in
their reliability.
4. In studying balance sheets by the
ratio method it is difficult to
obtain a bird's-eye view of the re-
lations of various elements to one
another
.
Historical Analysis by the Trend Method
Oilman offers the trend method of histori-'
cal analysis to take the place of the ratio
method.. This method takes the figures of one
year as a base and compares with it the figures
for the other years.
Gilman's example follows**
THE iiMES MANUFACTURING COMPANY
:o, r . .. I : . - -
;
OF December 51, 19-
Assets
Cash
Accoi
Net
Total O^uick
Assets
1921 1922 1923 1924
4,652 13,571 7,190 10,512
able, 14,468 8,217 5,629 5,857
19,120 21,588 12,819 16,369
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Assets (Cont'd) 1921 1922 1923 1924
10, 120 21,588 12,819 16,369
Inventories 17
I
20,607 28,077 22,210
Total Current 36, 676 40,195 40,896 33,579
Assets
Fixed Assets (Less 922 25,707 36,163 37,290
depreciation
)
Prepaid Expense 76
MM
eJ.O <Z
,
o4o tZ
,
549
Total Assets §4, 674 68,115 79,604 78,328
Liabilities & Capital
Notes Payable-- 1, 000 3,000 1,000
i raoe
Notes Payable -Bank 4, 000 4,000 3,000 2,000
Accounts Payable v, 000 4,000 8,000 5,000
Dividends Payable 000 2,000 2,000
Accrued Liabilities 128 690 337 248
Current (and. To- 14, 128 8,690 16,337 10,248
tal) Liabilities
Capital Stock Out- 50, OuO 50,000 50,000 50,000
standing
Surplus (or* Def- -;:-9
,
454 9,4^5 13,267 18,080
icit)
Totai Net .orth 40, o46 59,425 63,267 68,080
Total Liabilities
'
and Net Worth 54
i
674 68,115 79 , 604 78,323
Sales $5S , 0«8 $66,383 $90,652 $96,691
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Percentage Siatenent
(Percentage based on 1921 figures)
19 21 192^ 19 25 ' 1924
percent- percent- percent- percent-
Assets 1921 age or
~
age of~ agt1 of a_e of
^Fcunt 1921 1921 1921 1921
Accounts Re-
ceivable 14,468 100 • 56 39 40
Quick Assets 19*120 10.0 113 67 86
Inventories 17,556 i no ± 1 1 i fin
Current Assets36,676 100 115 112 105
Fixed Assets 17,922 100 143 202 208
Prepaid Expense
( omitted)
Liabilit ies a nd C ap i tal
Current Liabilities
(also total) 14,128 100 62 116 73
Net Worth 40,5*6 100 147 156 168
Sales 52,U88 100 127 174 186
nario Iweuhod
Ra Li os 19 21 1922 1923 1924
Quick Assets
Current Lia-
bilities
19,120
.
=
120^5, 248)6 78% I6U70
Current Asse-c5b,676 r 260;*, 486% 2507o 376%
Current Lia-
bilities
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ratios 19 21 1922 1923 1924
Sales 52, 088 » 360;& 808% I6IO70 1650%
Receivabl
s
14, 468
£3 ale s
Inventories
52,088
17,656
= 297^ 332% 323/o 435/o
Sales
Net Worth
t>2,088
40,546
= 128% 112% 143% 142%
I ^ r, ".. ; r.'- 40, o4e - 226)6 231% 175% 182%
Fixed Assets 17, 922
Net Worth 40, t>4b = 287/o 684% 387% 664%
Liabilities 14,128
Sales 52,088 - 2907O 258% 251% j 259%
Fixed Assets 17,922
u-ilman leaves nc doubt; in the mind of thos e who
his *'Analyzing Financial statements" that he considers
the trend method much superior to che rauio method for
comparisons from one year to another, ne points out
that there is but one noteworthy symptom to be found
by the ratio method of analyzing the statement given --
the disproportionate increase in fixed assets. # That
increase is more easily detected by the percentage
method, and at the same time the fixed assets may be
compared with otner items in the balance sheet net
woruh, for instance -- to confirm the suspicion uhat
fixed assets are increasing too rapidly.
From the same authority, we navp tnis list of
advantages of the trend method over the ratio method:**
*2 p. 115 *-*2 p. 121
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1. It furnishes a bird's-eye view of the
problem*
2» The facts are presented in comparative
form,
5. xhe trends are shown vividly.
4. ihe .figures are easier to interpret.
tr>. Less highly trained help is required
to work out the figures for analysis,
and the calculations can be made much
more quickly.
b. There is less liability for gross
error because the resulting percent-
ages are partially self-auditing
through comparison with the actual
figures.
Several other advantages are claimed. * An
important point is that the trend method is much
easier to explain to a client or to a business ex-
ecutive. Nearly everyone can comprehend "a com-
parison of one figure with another when th^ figures
stand for something tangible; but when the figures
stand for a relationship, that is too abstract and
technical for most people.
Another point is that the trend method is
easier to manipulate. Extra columns may be added
to the comparative balance sheet In which the pe-r-
%2 p. 123 ff
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centages may be entered. This does away with the
extra form for the ratios. The trend method is
quicker to calculate because the divisor is con-
stant for any horizontal row of figures, a fact
which makes it easior, especially if the calcula-
tions are made on a slide rule. Then too, there
are fewer calculations to make than for the ratio
method.
The trend method is more flexible than the
ratio method. It makes no difference how unusual
or complicated a balance sheet may be the percent-
ages may be figured and compared with the same
facility. Percentage calculations may be made, too,
of operating statistics. For public utilities, for
instance, we may compare miles of mains, number of
consumers, output and other factors which help to
guide the decision of the justification of expansion.
Mr. Gilman, however, admits that the trend
method is not a complete substitute for the ratio
method. He maintains that each has Its own use;
the ratio method for measuring present condition,
and the trend method for measuring trend. These
two methods might well be used to supplement each
other in certain cas^s. But most cas^s can be -
sufficiently well analyzed without using the ratio
method ac all, cr with using only the current ratio
or the acid test.

STAIIDARD ratios
Internal analysis of a company gives informa-
tion that is valuable concerning the current posi-
tion 'and the bread of its financial affairs. One
thing that it does not show, however, is whether
the position of its financial affairs is dangerous
or too conservative. Some light on this phase of
credit analysis is giv^n by a comparison with other
companies of a similar nature.
Standard ratios are based on the assumption
that ther^ ± s a percentage approaching an ideal
for each ratio. We have already spoken of the
fact that a ratio of 200% has been generally re-
garded as good for the current ratio. This stand-
ard was, and still is to a large measure applied
to any business as an. indication of its current
position. Strndards hav^ slso been computed for
ether ratios. As a. further refinement of the
standard idea, standards hav^ be°n computed for
various kinds of businesses. This is a step in
advance, for it is practically universally recog-
nized that "ideal" rauios for various businesses
vary witn certain factor s.«-
1. Geographical location
2. Products sold
o. Methods of marketing.
*2 p. 149
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4. Terms of sale.
5. Collection policies.
6. Manufacturing policies.
7. General financial policies, etc.
8. The business cycle.
*
These factors cause justifiable differences
in ratios between not only different industries,
but also between different firms in the same in-,
dustry.
Gilman suggests -chat a careful weighing of
*
these factors in establishing a sort of fixed
io>al ratio would be a grear. stride forward toward
that end.
A distinction is made between ideal and stand-
ard ratios. '"Ideal ratios would result from a
thorough scientific study of the most efficient
companies in a given group, taking into considera-
tion variations"* in the factors listed above.
fh& standard ratio is the rosult of averaging
the ratios of many representative companies to get
a typical ratio. As a matter of fact the arith-
metic average is likely not to be typical in a
case such as this:
*2 p. 148
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Current Ratios of Eight Oil Companies 1915*
The Texas Company 4.05
Gulf Oil Corp. 572.61
Associated Oil Co. 8.13
5. 91
Standard Oil Co. of N. Y. 4.92
Standard Oil Co. of Penn. 5 88
Atlantic Refining Co. 6.05
Vacuum Oil Co. 8.75
8)612.50
Arithmetic Average 76,53 2/5
Certainly 76.54 is not a typical ratio. The
median or the mode would be much better for a
standard ratio. Qilman suggests the mode as be-
ing the more typical of the two.
In the compilation and use of standard ratios
several things must be borne in mind. One of these
is the fact that oHere must be a large numb-r of
cases used in the determination of a standard,
otherwise the figure arrived at cannot be regarded
as representative- Another factor is the geographic
distribution of the firms whose balance sheets are
used. A good plan is to have separate standards
for the different parts of the country.
Because the size of a firm is so important we
might also suggest a separate sbandard for small,
medium-sized, and large firms. xhe objection to
#4 p. 342
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this is that as we refine our types tnoro and more.,
we hav~' so few cases in most instances -chat our
figures are liable to be unrepresentstive.
Even when these factors and the factors listed
on pages 134 and 135 are considered, still a good
standard is hard to arrive at due to zhe fact that
a large number of businesses are just starting in
business and a larger number are on their last
legs, about to go into bankruptcy. These firms are
not representative of their classes and so their
ratios would influence a standard away from normal.
Then too, account classification and the doubt
concerning the degree of similarity in the nature
of business done by firms included in the same
group present difficulties. Of course the fig-
ures taken for the different companies must be of
the same time and for the same period.
In the use of standards it must be borne in
mind that a standard for one year is not a stand-
ard for any other year, xhe business cycle and
general economic changes effect large variations
in standards from year to year.
Indexing Credit Strength
We have already mentioned the fact that of
the many different financial ratios. that may be
computed Wall and Duning select only eight. These
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eight, bhey claim, show all that can be learned from
any or all of the possible ratios. Going further
uhey assign varying degrees of importance to these
eight ratios as fo^ows:*-
Ratio Relative value
Or> VP i rrVi r.
Current ratio 25%
Worth--fixed 15%
Worth— debt 25%
Sale s- -receivable 10%
Sales- -merchandise 10%
Sales--fixed 10%
Sales--worth 5%
Total value of ratios 100%
To the merchandise--receivable ratio they assign
no weight.
.
'
These weights, of course, are arbitrary.
Probably no oth°r person ^'ould decide on these seme
weights, ^v^n for the same purpose that Wall end
Duning had. There is no doubt, too, of the fact
that different weights should be assigned to the
several ratios uo fit the needs of specific cases.
In deciding upon these weights, Wall and Duning
figured that the worth-to-debt ratio is even more
important than the current ratio. But because of
the fact that Jhe current ratio has b^en so long
#1 p. 158
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the main reliance of credit men they condescended
to give equal values to these ratios. They regarded
the worth-fixed ratio about 60/ as important as
either the current ratio or the worth-debt ratio,
which gave it a weight of 15$. The sal^s-worth
ratio uhey regarded as of the least importance snd
the other ohree sal^s ratios as of equal importance.
xhe index method of computing credit strength
is used with standard ratios. Each ratio is com-
pared with tne standard on a percentage basis and
the weight is applied to uhe relation so obtsined.
Following is the example given of the use of
an index:
Ratios Weight
Base
Ratios Company Relation Value
Current Ratio 2b 200;*, 220% 110% 27 . 50
Worth-fixed 15 25U 220 88 13.20
Worth-debt 2b loO 160 106 26. 50
Sales-rec
.
10 600 500 83 8. 30
Salps-mdse
.
10 800 600 75 7.50
Sales-fixed 10 400 400 100 10.00
Sales-worth b 300 240 80 4.00
Index total
value
100
Index below par
97. uO
3.00
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Ratio Values and Weights
Ratio points Above par Below par
Current ratio (27.50 - 25. ) 2.50
Worth-fixed . (15. 15.20) 1.80
Worth-debt (26.50 - 25. ) 1.50
sales-rec. (10. 8.50) 1.70
Sales-mdse. (10. 7.50; 2,50
Sales-fixed (10. 10. ) 0.00 0.00
Sales-wor th ( 5. 4. ) 1.00
Total 4.00 7.00
4.00
Net below par 5.00
Objections uo ohe index method are three in
number. xho first Objection is that rel£ tion to tfee
cost of compiling the information. Wall and Duning
emphasize their contention uhac "the eight princi-
pal ratios can b^ computed accurately by a reason-
ably competent girl, drawing a' salary of perhaps
one hundred dollars a roonuh, in something less
than three minutes per sta temen t. " J.:-
The second objection is thao it is an in-
direct and complex method. (iilman says of iu,
"Mr. Wall's method takes (1) the ratios which are
already too cumbersome for practical use, ^2) con-
verts them inuo trends, and ^5) again into weighted
*1 p. 152
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trends, i. e., three complete steps away from the
original figures themselves . *
The third objection is the difficulty of ex-
plaining the method to a client; or to an employer.
Notwithstanding the val idity, to a certain
degree, of the criticism directed against the in-
dex method, there is at least some reason for
recognizing it and at least considering its use-
fulness. "Modern accuracy of expression calls for
something more definite than vague criticism. Fur-
thermore progressive credit methods demand an easily
read record wnich will recall to the mind cf the
analyst all changes in the proportion of statement
figures rspidly and completely over the whole
antecedent history of the case. When the main ratios
are regularly computed and recorded they visualize
the mental attitude for each year without mental
computation for each separate year."**- The index
number sums the whole situation up, stressing all
facts in a proportion previously determined.
At the present time "the whole body of credit
men are attempting to create a credit science. An
still the objectors to the enlargement of recorded
data as a substitute for hunch are afraid of complex-
*2 p. 132 #*-l p. 152
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ity. It is not, enough to state that some familiarity
with ratios will relieve them of uhis criticism. w -&
One more point in relation to the index method.
Often one ratio will be abnormally high. "As a
matter of close analysis, when any single ratio
becomes abnormally high, much abov parity 10 an
accepted base, it should be relegated to the back-
ground and the other proportions be allowed to
function •"ithout hindrance by the abnormal strength
of one proportion h suoor-s trengbh in one pro-
portion cannob make up for en abnormal deficiency
of another. A bridgo with ^ith^r the supporting
members or the roadway abundantly strong, but with
the remaining element #eak, is an unsafe bridge.
What difference does it make if a bridge has super-
strong girders if the roadway be rotten planking
or if the roadway b^ msde of sound oak planking
covering rotoen stringers. In either event, i,he
passenger over such a bridge is in dire danger . ***#
A formula has been worked out to remedy the
difficulty of an over- strong element, "for con-
trolling dislocation within an upward limit of
relation to something below 200-/ is as follows : *$«•
Relation = 100 -+• ( Base ratio ) 1
{ 100 - Subject 1 s ratio
)
*-l p. 1d3 p. 164
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•ihis formula giv^s practically the same re-
sults s the regular formula -hen the ratio is only
slightly above 100, but operates progressively to
decrease a very high ratio so that the high ratios
would approach but never reach the theoretical
limit of 2uO.
An example will bring this out. Leu us start
with a current ratio of duO. Applying the regular
formula:
Relation Subject' s ratio
Ba se ratio
we have Relation = bO » 2507b
*£C~0"
Aoolying the control formula:
Relation = 100
-f- (100 - Base ratio j
( Subject s ratio)
we have Relation = 100 (luO - 200 ) = 16U
( BUD")
A hen for cases in which the rstio is no more
than 100^,, th? regular formula is to be used; for
cases in which the ratio is ov^r luO%, the control
formula is to be used.
Index numbers, computed in the manner described
may be used to mdicete the trend of financial
condition of a comprny over a period of years much
in the same way that index numbers of prices are
used uo indicate the trend of ^he price lev^l over
a period.
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In '"Ratio Analysis of Financial Statements,"
Wall and Duning* present a comparison of two companies
which from on ordinary study seemed to he of approx-
imately equal credit strength. Several of the ra-
oios, howev-r, were unfavorable in one case, and
favorable in the Ooher. Ahe index method came into
play nere very nicely with the following figures:
Index of Credit Strength of Company A end
Company B
1st year 2nd year 3d year 4th year 5th
year
CO A 98.05 104.65 112.30 113.20
115.35
Co B 102.20 • 99.90 98.30 92.70
84.55
•rhe difference between A snd B is all the more
apparent, when we graph those figures!
Ye q t i i :i IV 5
12 O
> 1 O
/ oo
9 o
i o
7 o
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*1 p. 18V ff
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It is pointed out thai; this case is typical of
many cas°s in which a partial analysis is made with
the result that the decision is not the correct one.
nere the current ratio actually looked better for B
than for A, but the complete analysis, as summed up
by the index shows clearly that A has improved
while B has lost strength.
Presenting the Facts
"If the purpose of financial statements is to
present vital information about a business to those
interested in it, it seems highly important ohat
th^se statements should b^ prepared and analyzed
so that the average reader will derive the most in-
formation from them with the least expenditure of
time and effort. The fact that the average busi-
ness man does not understand accounting procedure
and cannot read out of financial statements all
of the important information which he should,
emphasizes the desirability of preparing the state-
ments in such forms as will b most under standsble
and convey the most information to the average
reader.
"It seems unfortunate that present-day ac-
counting practice oftentimes permits the drawing-
up of cold-blooded financial statements without

analysis or explanation, it Deing expected that the
average business man will read therm and realize
their full value. In most cases, a little ex-
planation Mad careful analysis would not only make
the statements more readable, but would give the
average man facts and information he might not
otherwise obtain, and which he unquestionably
could use in the conduct of his business . "si-
There are many interesting forms suggested
for the presentation of financial information. Of
all these, one used by '.Vail and Duning seems to be
the most practical. They find it more concise and
more usuable than the longer forms, containing all
necessary data and eliminating a±L unnecessary de-
tails: **
*4 p. 189 p. 98
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RATIO ANALYSIS OF FINANCIAL STATEMENTS
ASSETS
100^ Statement 100 ^ Statements
Group Co. Group
Cash
Tnxrpn *hnt*v
Xj 1 O l; vu UvvUi 1 V X w i-j
Total Current
Plant and Equipment
Miscellaneous
Total Fixed
Good fill
Total Fixed
Treasury Stock
Total
LIABILITIES
Payables
Taxes
'Miscellaneous
Total Current
Funded
i
i
Total Debt
Reserves
Capital Stock
Surplus
Net Worth
Total
Sales
RATIOS AND INDEX
wt. Co . Gr<)up Re L. Val xe Cd'.GrcJ>up Re il. ":
'
ue
Current
Mdse-Rec
.
7orth-Fixed
Worth-Debt
Sales-Rec.
Sales-I'dse
.
Sales-Fixed
Sales-Worth
Index
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Thls form permits all the necessary information
for any kind of an analysis. The first, column is
for the actual figures, the second column for the
100% statement of both the company being analyzed
and the group or standard. Whatever ratios are
used are grouped at the bottom of the sheet in an
arrangement which permits the index to be computed.
Charting Trends
Graphic representation of trend is easier to
visualize than numerical representation. rake
these figures from the Ames Manufacturing Company
statement which we used to illustrate the trend
and the ratio methods of historical analysis:
1921 1922 1925 1924
Current Assets were $36,676 $42,195 $40,396 $58,579
Quick Assets were 19,120 21,588 12,819 16,369
Current Liabilities
were 14,128 8,690 16,337 10,248
Caooe.nl assets
Current L\a.V>\\ iTies
l<»Z2_ 192.3
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The same information may be given by a percent-
age chart based on a trend statement. Here is a
trend statement for the Ames Company:
Current Liabil-
ities
1921 1921 1922 1923 1924
56,676 100% 115% 110% 105%
19, 120 100% 112% 67% 86%
14,128 100/c 62% 116% 73%
duiTwt asse-ts
"4 Current LvatiV iTie.s
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SUMMARY
The man upon whom the credit decision rests
has to hear a heavy responsibility. If he is too
conservative, he loses business for the firm; if
he is too e&sj with credit he loses money for the
firm. Thus the credit man is put in a position
"between the devil and the- deep blue sea' 1 with but
little room to move between the two.
It is true that there are several tools or
instruments of credit investigation with which the
credit executive may find his bearings, but all of
these tools are imperfect. The human element in
ail of them is such a great factor that no deci-
sion can be absolutely certain. In accessibility
to data, imperfect and incomplete data, the chance
for "window dressing" and manipulation of facts
and figures -- all of these obstacles and many
more are in the way to hinder credit analysis.
Thus the problem is largely personal and de-
cisions are matters of judgment. No wonder that
credit men are looking for some means of credit
analysis which will provide a buffer for their
own responsibility. How simple to go through a
matnematical procedure to arrive directly at the
decision. Then in case something goes wrong the
credit man no longer must accept the blame for
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poor judgment, but will turn to his figures as
proof of the correctness of his decision.
•rhere is no doubt that credit rstios are a
help; hut as we have read, they must not be ac-
cepted as the panacea for all credit investigation
ills and troubles. Credit men should learn to use
them not only to help them in their work at the
present time, but r-lso to make thorn of the great-
est use for bhe particular problem at hand. too
much criticism against credit ratios is of such a
general nature that it may be discounted to a
large degree." A credit decision is a specific
problem. Any firm should find out just how it
may employ ratios to advantage. The various ra-
tios and methods should be tested by each individ-
ual concern.
Much credit should be given to the pioneers
in the field of credit analysis by the use of
financial ratios. 2?hey have made an application
of the scientific method to a difficult problem
and have started a movement which should result in
some definite satisfactory manner of judging credit
risks with a degree of mathematical certainty.
Much work is yet to be done. The first thing
is a greater uniformity in the presentation of
financial information and strict laws against mis-
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representation of facts and figures. This is a
big problem in itself but there must come this
greater uniformity and certainty b fore much of
general importance or value may be readily done in
the field.
•rhe next problem is the selection of ratios
for particular uses. It is obvious that ratios
must be used in groups. Schluter recognized this
fact when he combined the ratios in five groups,
the outline which we have followed; With uniform
statements It becomes more possible to have a formu-
la of ratios to use to show tendencies toward spe-
cific business ailments.
Much more work is yet to be done on ratio
standards. Many more cases than have so far been
used must be taken in compiling figures. Groupings
by industry, geogrfp hical location, size of business,
age of business or by other factors should be attemp-
ted. Only when we have more representative standards
will standards be more than levels of unknown posi-
tion.
With the above suggested problems worked out
satisfactorily it will be more possible to make use
of ratio indexes. But even with the greatest mathe-
matical accuracy, the credit problem is still large-
ly personal and will have to depend on its solving to
a proportional amount of credit judgment.
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